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In  preparinc:  this  Report.  I  have  had  the  advice  and  assistance  of  the 
Ciouncil  of  Flconomic  .Advisei's,  who,  in  turn,  have  had  the  assistance  of 
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ECONOMIC  REPORT 
OE  THE  PRESIDENT 


To  the  Cm}orc^s  of  the  U nited States: 

I  In  iTspnnsr  to  thr  n'ciuircrnrnts  of  th«‘  Rinploymcnt  Act  of  1946,  I  report 
j  to  you 

—  that  the  “econoinic  conclition"  of  the  l^nit»'cl  States  in  1962  was  one 
of  ( ontinued  ad\an('es  in  “einplovnient.  production,  and  purchasinc; 
power 

that  the  “foreseeable  trends”  in  196S  point  to  still  further  advances; 

—  that  more  vigorous  (‘xpansion  of  our  (x  onomy  is  imperative  to  train 
the  lieiphts  of  “maximum  employment,  production,  and  purchasing 
power”  specified  in  tlie  Act  and  to  close  the  gap  that  has  [persisted 
since  19a7  between  the  “levels  .  .  .  obtaining”  and  the  “levels 
needed”  to  carr\’  out  the  poliev  of  the  Act ; 

—  that  the  core  of  mv  1963  “program  for  carrying  out”  the  policy  of 
the  A(  t  is  ma)or  tax  reduction  and  revision,  carefully  timed  and 
St ru(  tun'd  to  spi-ed  our  proirn'ss  toward  full  employment  and  faster 
irrowth.  while  maintaining  our  recent  n'cord  of  price  stability  and 

I  balance  of  pavments  improvement. 

Till'  state  of  the  economv  poses  a  perplexing  ( hallenge  to  the  American 
people.  Kxpansion  continued  throughout  1962.  raising  total  wages,  proBts, 
consumption,  and  production  to  new  heights.  This  belied  the  fears  of 
those  who  |)redicted  that  we  were  about  to  add  another  link  to  the  ominous 
cliain  of  recessions  which  were  more  and  more  frec]uentlv  interrupting  our 
economic  expansions-  in  1933-.34  after  I.')  months  of  expansion,  in  1957-58 
.ifter  35  months,  in  1960  61  after  25  months.  Indeed.  22  months  of  steady 
recovi'rv  have  aln'ady  broken  this  mi'lancholv  se(pience,  and  the  prospects 
.ue  for  further  expansion  in  1963. 

Vet  if  the  perfonnance  of  our  economv  is  high,  the  aspirations  of  the 
.\merican  peoph'  are  higher  still  and  rightlv  so.  For  all  its  advances  the 
Nation  is  still  falling  subvtantiallv  short  of  its  economic  potential-  a  poten¬ 
tial  we  must  fullfdl  both  to  raise  our  standards  of  well-being  at  home  and 
to  serve  the  cause  of  freedom  abroad. 

.\  balanc('d  appraisal  of  our  economv.  then,  necessarily  couples  pride  in 
our  a(  hievements  with  a  sense  of  challenge  to  master  the  job  as  yet  undone. 
No  nation,  least  of  all  ours,  can  rest  easv 

— when,  in  spite  of  a  sizable  drop  in  the  unemployment  rate  ( seasonallv 
adjusted'  from  6.7  percent  as  1961  began  to  5.6  percent  as  1962 
ended,  the  unemployment  rate  has  fallen  below  5  percent  in  but  1 
month  in  th('  past  5  years,  and  there  are  stiil  4  million  people  unem¬ 
ployed  today: 

when,  in  spite  of  a  gratifying  recover\’  which  raised  gross  national 
product  ^CiNP)  from  an  annual  rate  of  $501  billion  as  1961  began 
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t(i  Sjf)2  hillioii  as  1962  ciidod,  $30-40  billion  of  usable  productive 
capacitv  lies  idle  for  lack  of  sufficient  markets  and  incentives; 

— when,  in  s|)it('  of  a  recoverv  sjrowtb  rate  of  3.6  percent  yearly  from 
1960  to  1962.  our  realized  {jrowtli  trend  since  19,3.3  has  avi-raped  onlv 
2.7  p(‘rcent  annually  as  against  Western  Kuropean  growth  rates  of  4. 
3.  and  6  percent  and  our  own  earlier  postwar  growth  rate  of 
|)erc('nt : 

— when,  in  spite'  of  achieving  record  corporate  profits  before  taxes  of 
$31  billion  in  1962,  against  a  pn'\  ions  high  of  $47  billion  in  1939.  our 
economv  could  readilv  geiu'rate  another  $7  8  billion  of  profits  at 
more'  normal  rate's  eif  e  apacitv  use; 

—  when,  in  spite'  e>f  a  rise'  of  $28  billie>n  in  wage-s  and  salarie's  since  the' 
trenigh  of  the'  re'ce'ssion  in  1%1  —  with  ne'xt-to-iu>  e'rosion  by  rising 
prie  e's  the'  le-v  e'ls  eif  labor  incenne'  cendd  e'asilv  be'  $  1 8  20  billion  higher 
at  re'asonablv  full  e'mplemne'nt. 

^\  e'  carmen  nenv  reclaim  the'  opportunitie's  ue  lost  in  the'  past,  but  we- 
can  mene'  le>rwai(l  tei  seize'  the  e'\e'n  eieater  perssibilitie's  erf  the'  future'.  The' 
ele'cade'  .rhe'ad  pre'se'nts  a  merst  favorable  gathe'rirrg  of  foree's  for  e'conotrtie 
prergre'ss,  .Xrrave'd  be'fore  us  are'  a  growing  and  incre'asinglv  skille'd  laben 
leuee'.  acce'le't ating  scie'ntifrc  and  te'chnological  acKanee's,  and  a  we'alth  of 
ne'w  erjrportunitie's  for  innenation  at  herrrre  anel  ferr  eerrnrne'rce'  itr  the  werrld. 
What  we'  te'e|uire'  is  a  cohe're'nt  natiernal  de'terrninatieui  te-t  lift  oitr  e'conorny  ter 
a  ne'w  plane'  erf  prerductiv  itv  and  initiative.  It  is  in  this  corrte'xt  and  spirit 
that  we'  examine'  the'  re'cord  erf  jrrergre'ss  in  the'  past  2  ve'ars  and  e  onsider  the' 
tne'ans  ferr  ae  hie'v  ing  the'  geralsof  the'  Ernplovrne'nt  .‘\ct  erf  1946. 

TTIF  1961-62  RF.CORD 

.\s  I  terok  office  24  months  a<go.  the  Nation  was  in  the  grip  erf  its  third  ree  e's- 
sion  in  7  years;  the'  average  unernplovment  rate  was  nearing  7  percent;  $39 
billion  of  perte'ntial  output  was  running  to  waste  in  idle  manjxrwer  and 
rnachine'rv. 

In  the'se'  last  2  ve'ars.  the  .'Xdrninistratiern  and  the  C'.ongre'ss  have-  take'ti  a 
se'tie's  erf  irnperrtant  ste'jrs  to  prermote  re'cove'ry  and  stre'ngthe'n  the  economv; 

1.  Earlv  in  1961  vigerrenrs  antire'ce'ssion  rne'asrtres  he'lpe'd  get  re'coverv  erff 
to  ;t  fast  start  and  gave  neede'd  assistanee  to  those  harde'st  hit  by  the 
te'ce'ssion. 

2.  In  1961  and  1962  ne'w  me'asure's  were'  enacte'd  to  re'develop  chrernicallv 
depr'essed  are'as;  to  retrain  the  unemplerye'd  and  adapt  manpower  to  chang¬ 
ing  te'chnologv  ;  ter  e  nlarge  social  se'curity  benefits  for  the  age'd,  the  uneni- 
ploye'd  and  their  families;  to  provide  spe'cial  tax  incentives  to  froost  btrsiness 
cajrital  spending;  ter  raise  the  wage's  of  underpaid  worke'rs;  to  expand  hous¬ 
ing  and  itrban  re'de'velopment ;  to  he'ljr  agricultirre'  and  small  busine'ss — these' 
and  re'late'd  rrte'asure's  irrifrrove'd  the  stnrctirre'  and  functioning  of  the  ('con- 
errny  and  aide'd  the  recovery. 
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3.  Hiidurtaiy  polic  y  \va^  dcsitjuccl  to  facilitatr  tho  expansion  of  private 
demand — to  avoid  the  joltini;  shift  from  stinudiis  to  restriction  tfiat  did 
much  to  cut  short  reeo\  <  iy  in  1938- (iO.  d'he  resultinc;  fiscal  shift  in  1960- 
61  was  nuieh  milder.  In  addition  to  increases  in  defense  and  space  pro- 
eranis,  nu'asures  of  domestic  improvement,  such  as  the  acceleration  ol 
public  works,  icinforced  demand  in  the  economy. 

4.  Monetaiy  conditions  were  also  adjusted  to  aid  recovery  within  the 
constraints  imposed  In  halaiuc  of  payments  considerations.  While  long- 
tc'rm  interest  rate's  rose  hv  one-third  in  1938  60.  they  chanped  little  or 
actu.dly  declined  in  1961-62.  .\nd  the  money  supply  grew  much  more 
rajiidly  in  the  present  expansion  than  in  the  precc'ding  one. 

riu'se  policies  fac  ilitated  rapid  recoverv  from  recession  in  1961  and  con¬ 
tinuing  expansion  in  1962-  an  advance*  that  carried  total  economic  ac- 
ti\  itv  onto  new  hieh  yround.  The  ri'c  (ird  rate  of  output  of  .S  >62  billion  in 
the  final  (|uarter  of  1962  was.  with  allowance  for  jjrice  changes.  10  pe-rcent 
ahcnc  the*  first  (|uarter  of  19f>l  and  8  pcr(('nt  above  the  last  recoveiv  peak 
in  the  second  (luarter  of  1960.  'I  he  imlustrial  production  index  last  month 
was  16  percetit  abov  e*  the*  low  point  in  january  1961  and  7  pe-re  e-nt  above 
the*  last  monthly  peak  in  January  1960. 

flie'se’  trains  in  output  breeutrht  with  them  a  train  of  improvements  in 
income.  emple>yme*nt,  and  j)ie)fits.  while*  the*  price*  le’ve*l  he*ld  steady  and  our 
balance*  of  j)ayme*nts  improve*d.  In  the  course  of  the  1961-62  expansion: 

1.  Personal  income*  rose*  by  $16  billion  to  $430  billion,  12  percent 
aben  e*  its  pe  ak  in  the  pre*\  ions  expansion.  Net  income  per  farm  rose 
by  $:130  as  farm  ope  rators’  ne*t  income*  from  farming  increase*d  by 
$800  million.  fotal  after-tax  income  of  .Vmerican  consumers  in- 
cre*ase*d  by  8  pe*reent ;  this  provided  a  $400  per  year  increase  in  living 
standards  ( lft62  price's  )  for  a  familv  of  four. 

2.  (avilian  nonfann  employment  incre*ased  by  2  million  while  the 
average  factory  work  we*t*k  was  rising  from  39.3  to  40.3  hour's. 

3.  Corporate*  profits,  as  note*d.  re*ache*d  a  record  $31  billion  for  1962. 

4.  Whole'sale  price's  renrained  re*rnarkably  stable,  while  consumer 
price's  rose*  by  only  1.1  fje-rcent  a  ye*ar  a  better  record  of  price  stability 

I  than  that  achie*veel  by  anv  other  major  industrial  country  in  the  world, 
w  ith  the*  sirrgle*  exception  of  Canada. 

.3.  This  irnpren  ing  competitive  situation,  combined  with  closer  inter- 
I  natiemal  financial  coope*ration  and  intensive  nu'asures  to  limit  the  for- 
I  eign  currency  costs  eif  defense,  de*velopment  assistance,  and  other 
I  preigrarns,  has  helped  to  bring  about  material  improvements  in  our 
I  balance  of  payments  deficit — from  $3.9  billion  in  I960  to  $2.3  billion 
I  in  1 96 1  and  now  to  about  $2  billion  in  1 962. 

ITlu'se  are  notable  achievt*m(*nts.  But  a  measirre  of  how  far  we  have  come 
dcH's  not  tell  us  how  far  we  still  have  to  go. 
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A  year  apo.  there  was  widespread  consensus  that  economic  recoveiy  in 
1962,  wliile  not  matchincj  the  swift  pace  of  1961,  would  continue  at  a 
hiph  rate.  Rut  the  pace  slackened  more  than  expected  as  the  average 
quarterly  chanpe  in  GNP  was  only  $6  billion  in  1962  ap^ainst  $13  billion 
in  1961.  The  underlvinG;  forces  in  the  private  economy — no  lonpjer  but¬ 
tressed  by  the  exuberant  demand  of  the  postwar  decade,  yet  still  thwarted 
by  income  tax  rates  bred  of  war  and  inflation — failed  to  provide  the  stimulus 
needed  for  more  visjorous  expansion.  Whih*  housinc:  and  iioyernment 
purchases  rose  about  as  expected  and  consumer  buying  moved  up  rather 
well  relative  to  income,  increases  in  business  investment  fell  short  of 
expectations. 

^Vt.  buttressed  bv  tin*  policies  and  programs  already  listed,  the  momentuni 
of  the  expansion  was  stronc:  enouG[h  to  earn*’  the  economy  safely  past  the 
shoals  of  a  sharp  break  in  the  stock  market,  a  drop  in  the  rate  of  inventors 
accumulation,  and  a  wave  of  )>essimism  in  earlv  summer.  As  the  year 
ended,  the  economy  was  still  moving  upward. 

THE  Ol'TI.HOK  FOR  1963 

The  outlook  for  continued  moderate  expansion  in  1963  is  now  favorable; 

1.  Business  investment.  n‘s[)onding  in  part  to  the  stimulus  of  last 
year's  dej)reciation  refonn  and  investment  tax  credit  and  to  the  prospect 
of  earlv  tax  reduction  and  refonn,  is  exjx'cted  to  rise  at  least  modesth 
for  1963  as  a  whole. 

2.  Home  construction  should  continue  at  about  its  1962  level. 

3.  Government  purch.ases — Federal.  State,  and  local  combined — 
are  expected  to  rise  at  a  rate  of  $2  billion  a  quarter. 

4.  Consutner  purchases  should  rise  in  line  with  gains  in  business  and 
Government  activity. 

These  prospects,  taking  into  account  the  proposed  tax  reduction,  lead 
to  the  projection  of  a  gross  national  product  for  1963  of  S.'iyfi  billion, 
understood  as  the  midpoint  of  a  $10  billion  range. 

I  do  not  expect  a  hfth  postwar  recession  to  internipt  our  progress  in  1963 
It  is  not  the  fear  of  recession  hut  the  fact  of  .3  years  of  excessive  unemplov- 
ment.  unused  capacity,  and  slack  prohts — and  the  consequent  hobbling  of 
our  growth  rate — that  constitutes  the  urgent  case  for  tax  reduction  and 
reform.  .And  economic  expansion  in  1963,  at  any  reasonably  predictable 
pac(‘.  will  leave  the  economy  well  below  the  Employment  .Act’s  high  stand¬ 
ards  of  maximum  employment,  production,  and  purchasing  power: 

We  end  1962  with  an  unemployment  rate  of  .3.6  percent.  That  is  not 
“maximum  rm plnymrtit  ”  It  is  frustrating  indeed  to  see  the  unemplov- 
ment  rate  stand  still  even  though  the  output  of  goods  and  services  rises. 
Vet  past  experience  tells  us  that  only  sustained  major  increases  in  produc¬ 
tion  can  reemploy  the  jobless  members  of  today’s  labor  force,  create  job 
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opi)ortiinitics  for  the  2  million  vounu;  men  and  women  enterine;  the  labor 
market  each  vc'ar,  and  produce  new  jobs  as  fast  as  technological  change 
destroys  old  ones. 

We  end  1962  with  U.S.  out[)ut  of  goods  and  services  running  some  $30-40 
billion  below  the  c'conomv’s  capacity  to  produce.  That  is  not  “maximum 
production.”  And  the  prospcxtivc*  pace  of  expansion  for  1963  promises 
little  if  any  narrowing  of  the  production  gap  until  tax  reduction  takes  hold. 
Our  growing  labor  force'  and  steadily  rising  productivity  raise  our  capacity 
to  produce'  by  more'  than  $20  billion  a  year.  We  need  to  run  just  to  keep 
pac('  and  run  swiftly  to  gain  ground  in  our  race  to  full  utilization. 

We  c'tid  1962  with  jH-rsonal  income,  wages  and  salaric's,  and  corfwrate 
prc'hts  also  sc'tting  nc'w  rc'cords.  Hut  c'ven  this  favorable  rc'cord  does  not 
re|)n'sc'nt  “maximum  fnnehadno  pou  cr”  as  the  hyures  I  have  alrc'ady  cited 
clt'arlv  dc'monstratc*. 

In  summatT:  d  hc'  rc'covc'ry  that  was  initiatc'd  shortly  after  I  took  office  2 
vears  a<ro  now  stands  jK)isc'd  at  a  momc'nt  of  dc'cision.  I  do  not  bc'lic've  the 
.Xmc'ric  an  pc'oplc'  will  bc'-  -or  should  be — content  merely  to  set  nc'w  records. 
Private'  initiative'  and  public  policy  must  join  hands  to  bre'ak  the  barriers 
built  up  by  the*  yc'ars  of  slac  k  since'  19.37  and  bring  the  Nation  into  a  new 
[Mrienl  of  sustainc'd  full  employmc'nt  and  rapid  economic  growth.  'I'liis 
cannot  be*  done'  overnight,  but  it  can  bc'  done'.  The  main  block  to  full 
e'lnplovment  is  an  unrc'alistically  he-avv’  burden  of  taxation.  The  time  has 
eevnie'  to  re  niove  it. 

T.\X  RF.DI  CTIOX  .\NI)  REFORM  IN  196  3 

^^’e  apprexic  h  the'  issue'  of  tax  revision,  not  in  an  atmosphere  of  haste  and 
panic  brought  on  by  recession  or  depression,  but  in  a  period  of  comparative 
calm.  3'c't  il  wc'  arc'  to  rc'store  the  hc-altliv  glow  of  dynamic  pros|X'ritv  to 
the'  U.S.  c'conomy  and  avoid  a  Ic'ngthening  of  the  .3-year  period  of  unreal- 
ize'cl  promise',  we  have'  no  time  to  lose.  Earlv  action  on  the  tax  program 
outlined  in  mv  .State-  of  the  Union  Me's.sage'— -and  shortly  to  be  presented  in 
detail  in  my  tax  me's.sage — will  be  our  best  invc'stment  in  a  prosperous  future 
and  our  best  insurance  against  rc'cession. 

The  RespousibU'  Citizen  and  Tax  Reduction 

In  this  situation,  the  citizen  .serves  his  countrv’s  interest  by  supporting 
income  tax  reductions.  For  through  the  nonnal  processes  of  the  market 
economy,  tax  rc'duction  can  be  the  constructive  instrument  for  harmonizing 
publu  and  private  interests: 

— l'h('  taxpayer  as  consumer,  pursuing  his  own  best  interest  and  that 
of  his  family,  can  turn  his  tax  savings  into  a  higher  standard  of 
living,  and  simultanc'ously  into  stronger  markets  for  the  producer. 

— The  taxpayer  as  producer-  businessman  or  fanner — responding  to 
the  profit  opportunities  he  finds  in  fuller  markets  and  lower  tax  rates. 
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can  siimiltanrouslv  crrato  now  jobs  for  workers  and  larger  inark(‘ts 
for  tlie  pnxliu  ts  of  other  faetc^  ies.  farms,  and  mines. 

Tax  reduction  thus  sets  oil  a  process  that  can  hrinej  ijains  for  eveiyone. 
stains  wtni  hv  marshallint;  resources  that  would  otherwise  stand  idle — work¬ 
ers  without  jobs  and  farm  and  factory  capacity  without  markets,  ^’et  manv 
taxi)a\ers  seian  prej)ared  to  deny  the  nation  the  fruits  ol  tax  reduction 
liecause  thev  (|uestion  the  linancial  soundness  of  reducing  taxes  when  the 
l'ed(‘ral  hudsjet  is  already  in  deficit.  Let  me  make  clear  why,  in  today's 
ectmomv.  fiscal  i)rudence  and  n'sponsihilitv  call  for  tax  reduction  ('ven  if  it 
temporai  ilv  enlarties  the  FetU-ral  tleficit  why  reducinc;  taxes  is  the  best  wav 
opi'ii  to  us  to  increase  reyenues. 

Our  choice  is  not  th<*  oyersimplified  one  sometimes  post'd,  between  tax 
r('duition  and  a  deficit  on  one  h.md  and  a  hmlui't  easily  balanced  h\ 
prudent  manaiiement  on  th*'  other.  If  the  projected  1964  Federal  cash 
deficit  of  SlO.a  billion  did  not  allow  for  a  $2.7  billion  loss  in  receipts  owinc 
to  the  new  tax  pro<j;ram.  the  projected  deficit  would  be  $7.6  billion.  ^V(' 
haye  been  slidint?  into  one  dt'ficit  after  another  throutjh  n  peated  recession' 
and  persistent  slack  in  our  economy.  .\  planned  cash  sur|)lus  of  $0.6  billion 
for  th('  fiscal  year  19.*)9  became  a  record  cash  deficit  of  $1!1.1  billion.  lartjeK 
as  the  result  of  economic  recession.  .\  planned  cash  surplus  of  $1.8  billion 
for  the  current  fiscal  yt'ar  is  turninti  into  a  t  .ish  deficit  of  $8.4  billion,  larc'clv 
as  the  result  of  economic  slack.  If  we  were  to  slidi*  into  recession  throueh 
failure  to  ac  t  on  taxes,  the  cash  deficit  for  next  year  would  he  lancer  ;ct//;oic 
the  tax  reduction  than  the  C'stimatc'd  deficit  u  ith  tax  reduction.  Indeed,  a 
new  ic'cc’ssion  coidd  break  all  peacc'-time  dc'ficit  rc'cords.  .\nd  if  we  were  to 
try  to  force  hndtjet  balance  by  drastic  cuts  in  c'xpenditures-  necessarily  at 
the*  expense*  of  defc'nse  and  othc'r  v  ital  programs  we  would  not  only  endan¬ 
ger  the  security  of  the  countr\\  we  would  so  depress  demand.  prcKluction 
and  employment  that  tax  revenue's  would  fall  and  le'axc  the  ijovernmen' 
hudete't  still  in  dt'ficit.  The  attempt  would  thus  he'  self-de'featintr. 

So  until  wt'  restore  full  prospe-ritv  and  the*  huditt't-halancinp  revenues  it 
tjeneratt's.  our  practical  choice  is  luit  hctwc't'n  dt'fie  it  and  surplus  hut  be'- 
twe-en  two  kinds  of  deficits;  bt'twe'en  deficits  born  of  waste  and  weakness 
and  deficits  int  urred  as  we  build  our  future  strentjth.  If  an  individual 
spends  frivolouslv  be  yond  his  means  todav  and  borrows  beyond  his  prtK- 
pe'cts  for  t'arnincT  tomorrow,  this  is  a  sipn  of  weakness.  Hut  if  he  borrow' 
prudently  to  inve-st  in  a  machine  that  boosts  his  husini'ss  profits,  or  to  pa\ 
for  t'ducation  and  trainin'^  that  boost  his  earnirijc^  power,  this  can  he  a  source 
of  strentith.  a  dt'ficit  throuc;h  which  he  builds  a  better  future  for  himself  and 
his  family,  a  deficit  justified  by  his  increased  potential. 

.-\s  loni^  as  we  have  larcte  numbers  of  workers  without  jobs,  and  pro¬ 
ducers  without  markets,  we  will  as  a  Nation  fall  into  rt'peatt'd  deficits  o; 
inertia  and  weakness.  But,  by  comparison,  if  we  enlarcje  the  deficit  tempo¬ 
rarily  as  the  by-product  of  our  positive  tax  polit  y  to  expand  our  econom' 
this  will  serve  as  a  source  of  strenc;th,  not  a  sit^n  of  weakness.  It  will  yield 
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rich  fnivatt  dividends  in  higher  output,  faster  growth,  more  jobs,  higher 
profits  and  ineoines;  and,  f)y  the  sani(‘  token,  a  large  public  gain  in  expanded 
budget  revenues.  As  the  economy  returns  to  full  employment,  the  budget 
will  return  to  constructive  balanc*-. 

This  would  not  be  true,  of  course*,  if  we  were  currently  straining  the  limits 
of  our  productive  ca|)acity,  wlu'ti  the  dollars  release*d  by  tax  reduction  would 
push  against  unyielding  botth'iiecks  in  industrial  plant  and  skilled  man¬ 
power.  I  hen,  tax  reduction  would  be*  an  open  invitation  to  inflation,  to  a 
renewed  price-wage*  spiral,  and  would  threaten  our  hard-won  balance  of 
pavinents  impre)ve*me*nt.  l  eeday.  he>we*ver,  we  not  only  have  unuse-d  man- 
penve-r  and  idle  plant  capacity;  new  additions  to  the  labor  force  and  to  plant 
capacity  are  constantly  e-nlarging  our  productive  potential.  We  have*  an 
e*conomy  fully  able*  and  re*ady  to  re*s[x>nd  te)  the  stimulus  of  tax  reduction. 

Our  ne*e‘d  texlay,  then,  is 

to  prov  ide  markets  to  bring  back  into  production  unde*rutilize*d  plant 
and  e*cjuipme*nt : 

— te>  provide*  incentives  to  invest,  in  the*  fonn  both  of  wider  markets  and 
large*r  preelits  in\ e*stnie*nt  that  will  exf)and  and  modernize*,  innovate, 
cut  costs: 

—  most  important,  bv  means  of  stronger  markets  and  enlarged  invest¬ 
ment,  to  provide*  jobs  for  the*  une*mj)loye‘d  and  for  the  new  workers 
stre*aniing  into  the*  kibeer  fe>ice*  during  the  sixties — and.  closing  the 
circle*,  the*  ne-w  jobholde'rs  will  generate  still  larger  markets  and 
furthe*r  inve*stment. 

It  was  in  dire*ct  re*spe)nse*  to  the*se*  nee*ds  that  I  ple*dge*d  last  summer  to 
submit  pre>posals  for  a  top-tei-bottom  reduction  in  jx*rsonal  and  corporate 
income  taxe*s  in  196!^ — for  re-due  inc  the*  tax  burde*n  on  private  income  and 
the*  tax  de'ie*rre*nts  to  {)rivate*  initiative*  that  have  fe>r  too  long  held  e*conomic 
ae  tivity  in  che*e  k.  Only  uhe*n  we*  have*  re*move*d  the  heavv  drag  our  fise  al 
svstem  now  e*xe*rts  eni  pe*rsonal  and  business  purchasing  power  and  on  the* 
financial  ince-ntive*s  feer  gie*ate*r  risk-taking  and  pe*rsonal  effort  can  we  expect 
to  n-siore*  the*  high  le*ve*ls  of  e*mj)lennie*nt  and  high  rate*  of  growth  that  we 
took  for  cranted  in  the*  first  de  c  ade*  after  the*  war. 

Taxes  and  Cotviumer  Demand 

In  order  te^  enlarge*  marke*is  for  consume*r  geeods  and  ser\  ices  and  translate 
those*  into  ne*w  jobs,  fuller  work  sche*dule*s,  higher  profits,  and  rising  farm 
inrom(*s,  I  am  proposing  a  major  re*duction  in  individual  income  tax  rates. 
Rates  should  be*  cut  in  thre*e  stagt*s,  from  their  present  range  of  20  to  91  {X'r- 
cent  to  the*  more*  reasonable*  range  of  1  I  to  6.')  percent.  In  the*  first  stage, 
he'crinning  July  1,  the-se  rate*  reductions  will  cut  individual  liabilities  at  an 
annual  rate*  of  $6  billion.  Metst  of  this  would  translate  immc'diately  into 
gre*ater  take-home*  pay  thre>ugh  a  reduction  in  the  basic  withholding  rate*. 
Further  rate  re*due  tieins  weiidd  apply  to  1964  and  1965  incomes,  with  re¬ 
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suiting  revenue  losses  to  be  partially  offset  by  tax  refomis,  thus  applying  a 
substantial  additional  boost  to  consumer  markets. 

These  revisions  would  directly  increase  the  annual  rate  of  disposable 
after-tax  incomes  of  American  households  by  about  $6  billion  in  the  second 
half  of  1963,  and  some  $8  billion  when  the  program  is  in  full  effect,  with 
account  taken  of  both  tax  reductions  and  tax  reform.  Taxpayers  in  all 
brackets  would  benefit,  with  those  in  the  lower  brackets  getting  the  largest 
proportional  reductions. 

American  households  as  a  whole  regularly  spend  between  92  and  94  p<‘r- 
cent  of  the  total  after-tax  (disposable''  incomes  they  receive.  And  thev 
generally  hold  to  this  range  even  when  income  rises  and  falls:  so  it  follows 
that  they  generally  spend  about  the  same  percentage  of  dollars  of  incotiie 
added  or  subtracted.  If  we  cut  about  $8  billion  from  the  consumer  tax 
load,  we  can  reasonably  expect  a  direct  addition  to  consumer  goods  mar¬ 
kets  of  well  over  $7  billion. 

A  reduction  of  corporate  taxes  would  provide  a  further  increment  to  the 
flow’  of  household  incomes  as  dividends  are  enlarged ;  and  this,  too,  would 
directly  swell  the  consumer  spending  stream. 

The  direct  effects,  large  as  they  are,  would  be  only  the  beginning.  Rising 
output  and  employment  to  meet  the  new  demands  for  consumer  goods  will 
generate  new'  income — wages,  salaries,  and  profits.  Spending  from  thi? 
extra  income  flow  would  create  more  jobs,  mon‘  production,  and  more 
incomes.  The  ultimate  increa.ses  in  the  continuing  flow’  of  incomes,  produc¬ 
tion,  and  consumption  will  greatly  exceed  the  initial  amount  of  tcix 
reduction. 

Even  if  the  tax  program  had  no  influence  on  investment  spending — either 
directly  or  indirectly — the  $8-9  billion  added  directly  to  the  flow  of  con¬ 
sumer  income  would  call  forth  a  flow  of  at  least  $16  billion  of  added  con¬ 
sumer  goods  and  services. 

But  the  program  will  also  generate  direct  and  indirect  increases  in  invest¬ 
ment  spending.  The  production  of  new’  machines,  and  the  building  of 
new'  factories,  stores,  offices,  and  apartments  add  to  incomes  in  the  same 
w’ay  as  does  production  of  consumer  goods.  This  too  sets  off  a  derived 
chain  reaction  of  consumer  spending,  adding  at  least  another  $1  billion  of 
output  of  consumer  goods  for  every  $1  billion  of  added  investment. 

Taxes  and  Investment 

To  raise  the  Nation’s  capacity  to  produce — to  expand  the  quantity,  qual¬ 
ity,  and  variety  of  our  output — we  must  not  merely  replace  but  continually 
expand,  improve,  modernize,  and  rebuild  our  productive  capital.  That 
is,  we  must  invest,  and  we  must  grow. 

The  past  half  decade  of  unemployment  and  excess  capacity  has  led  to 
inadequate  business  investment.  In  1962,  the  rate  of  investment  w’as  al¬ 
most  unchanged  from  1957  though  gross  national  product  had  risen  by 
almost  16  percent,  after  allowance  for  price  changes.  Clearly  it  is  es.sential 
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to  our  omploymenl  and  growth  objectives  as  well  as  to  our  international 
competitive  stance  that  we  stimulate  more  rapid  expansion  and  modern¬ 
ization  of  America’s  productive  facilities. 

As  a  first  step,  w’e  have  already  provided  important  new  tax  incentives 
for  productive  investment.  Last  year  the  Congress  enacted  a  7-percent 
tax  credit  for  business  expenditures  on  major  kinds  of  equipment.  And  the 
Treasurv',  at  my  direction,  revised  its  depreciation  rules  to  reflect  today’s 
conditions.  Together,  these  measures  are  saving  business  over  $2  billion 
a  year  in  tax(*s  and  significantly  increasing  the  net  rate  of  return  on  capital 
investments. 

The  second  step  in  my  program  to  lift  investment  incentives  is  to  reduce 
the  corporate  tax  rate  from  52  percent  to  47  pc'rcent,  thus  restoring  the  pre- 
Korean  rate.  Particularly  to  aid  small  businesses,  I  am  recommending 
that  effective  Januar\-  1,  1963,  the  rate  on  the  first  $25,000  of  corporate 
income  be  dropjx'd  from  30  to  22  percent  while  the  52  percent  rate  on 
corporate  income  over  $25,000  is  retained.  In  later  stages,  the  52  percent 
rate  would  drop  to  47  percent.  These  changes  will  cut  corporate  liabilities 
by  over  $2.5  billion  before  stnictural  changes. 

The  resulting  increase  in  profitability  will  encourage  risk-taking  and  en¬ 
large  the  flow  of  internal  funds  which  tvpically  finance  a  major  share  of 
corporate  investment.  In  recent  periods,  business  as  a  whole  has  not  been 
starxed  for  financial  accommodation.  Rut  global  totals  mask  the  fact  that 
thousands  of  small  or  rapidly  growing  busines.ses  are  handicapped  by  short¬ 
age  of  investible  funds.  .\s  the  total  impact  of  the  tax  program  takes 
hold  and  generates  [jressures  on  existing  capacity,  more  and  more  com¬ 
panies  will  find  the  lower  taxes  a  welcome  source  of  finance  for  plant 
I  expansion. 

The  third  step  toward  higher  levels  of  capital  spending  is  a  combination 
'  of  structural  changes  to  remove  barriers  to  the  full  flow  of  investment  funds, 
to  sharpen  the  incentives  for  creative  investment,  and  to  remove  tax-induced 
distortions  in  resource  flow.  Reduction  of  the  top  individual  income  tax 
rate  from  91  to  65  fHTcent  is  a  central  part  of  this  balanced  program. 

I  Fourth,  apart  from  direct  measures  to  encourage  investment,  the  tax 
program  will  go  to  the  heart  of  the  main  deterrent  to  investment  today, 
namely,  inadequate  markets.  Once  the  sovereign  incentive  of  high  and 
rising  sales  is  restored,  and  the  businessman  is  convinced  that  today’s  new 
plant  and  equipment  will  find  profitable  use  tomorrow,  the  effects  of  the 
directly  stimulative  measures  will  he  doubled  and  redoubled.  Thus — and  it 
IS  no  contradiction — the  most  important  single  thing  we  can  do  to  stimulate 
investment  in  today’s  economy  is  to  raise  consumption  by  major  reduction 
nf  individual  income  tax  rates. 

Fifth,  side-by-side  with  tax  measures,  I  am  confident  that  the  Federal 
Reserxe  and  the  Treasury  will  continue  to  maintain,  consistent  with  their 
responsibilities  for  the  external  defense  of  the  dollar,  monetary'  and  credit 
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conditions  favorable  to  the  flow  of  savings  into  long-term  investment  in  the 
productive  strength  of  the  country. 

Given  a  series  of  large  and  timely  tax  reductions  and  reforms,  as  I  have 
proposed,  we  can  surely  achieve  the  balanced  expansion  of  consumption  and 
investment  so  urgently  needed  to  overcome  a  half  decade  of  slack  and  to 
capitalize  on  the  great  ^nd  growing  economic  opportunities  of  the  decade 
ahead. 

The  impact  of  my  tax  proposals  on  the  budget  deficit  will  be  cushioned 
by  the  scheduling  of  reductions  in  several  stages  rather  than  a  single  large  , 
cut;  the  careful  pruning  of  civilian  expenditures  for  fiscal  1964 — those  other 
than  for  defense,  space,  and  debt  service — to  levels  below  fiscal  1963; 
the  adoption  of  a  more  current  time  schedule  for  tax  payments  of  large 
corporations,  which  will  at  the  outset  add  about  $1  /a  billion  a  year  to  budget 
receipts;  the  net  offset  of  $3/2  billion  of  revenue  loss  by  selected  structural 
changes  in  the  income  tax;  most  powerfully,  in  time,  by  the  accelerated  , 
growth  of  taxable  income  and  tax  receipts  as  the  economy  expands  in  re¬ 
sponse  to  the  stimulus  of  the  tax  program. 

Impact  on  the  Debt 

Given  the  deficit  now  in  prospect,  action  to  raise  the  existing  legal  limit 
on  the  public  debt  will  be  required.  ^ 

The  ability  of  the  Nation  to  service  the  Federal  debt  rests  on  the  income 
of  its  citizens  whose  taxes  must  pay  the  interest.  Total  Federal  interest 
payments  as  a  fraction  of  the  national  income  have  fallen,  from  2.8  percent 
in  1946  to  2.1  percent  last  year.  The  gross  debt  itself  as  a  proportion  of 
our  GNP  has  also  fallen  steadily — from  123  percent  in  1946  to  55  percent  ’ 
last  year.  Under  the  budgetary  changes  scheduled  this  year  and  next, 
these  ratios  will  continue  their  decline. 

It  is  also  of  interest  to  compare  the  rise  in  Federal  debt  with  the  rise  in  f 
other  forms  of  debt.  Since  the  end  of  1946,  the  Federal  debt  held  by  the 
public  has  risen  by  $12  billion;  net  State-local  debt,  by  $58  billion;  net 
corporate  debt,  by  $237  billion;  and  net  total  private  debt,  by  $518  billion. 

Clearly,  we  would  prefer  smaller  debts  than  we  have  today.  But  thh 
does  not  settle  the  issue.  The  central  requirement  is  that  debt  be  incurred 
only  for  constructive  purposes  and  at  times  and  in  ways  that  serve  to 
strengthen  the  position  of  the  debtor.  In  the  case  of  the  Federal  Govern¬ 
ment,  where  the  Nation  is  the  debtor,  the  key  test  is  whether  the  increase 
serves  to  strengthen  or  weaken  our  economy.  In  terms  of  jobs  and  output 
generated  without  threat  to  price  stability — and  in  terms  of  the  resulting 
higher  revenue — the  debt  increases  foreseen  under  my  tax  program  clearly 
pass  this  test. 

Monetary  and  debt  management  policies  can  accommodate  our  debt 
increase  in  1963 — as  they  did  in  1961  and  1962 — without  inflationary  strain 
or  restriction  of  private  credit  availability. 
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Impact  on  Prices  and  the  Balance  of  Payments 

The  Administration  tax  program  for  1963  can  strengthen  our  economy 
within  a  continuing  framework  of  price  stability  and  an  extension  of  our 
hard-won  gains  in  the  U.S,  balance  of  payments  position. 

Rising  prices  from  the  end  of  the  war  until  1958  led  the  American  people 
to  expect  an  almost  irreversible  upward  trend  of  prices.  But  now  prices 
have  been  essentially  stable  for  5  years.  This  has  broken  the  inflationary 
psychology  and  eased  the  task  of  assuring  continued  stability. 

We  are  determined  to  maintain  this  stability  and  to  avoid  the  risk  of 
either  an  inflationary  excess  of  demand  in  our  markets  or  a  renewed  price- 
wage  spiral.  Given  the  excess  capacities  of  our  economy  today,  and  its 
large  latent  reserves  of  productive  piower,  my  program  of  fiscal  stimulus 
need  raise  no  such  fears.  The  new  discipline  of  intensified  competition 
in  domestic  and  international  markets,  the  abundant  world  supplies  of 
primary  products,  and  increased  public  vigilance  all  lend  confidence  that 
wage-price  problems  can  be  resolved  satisfactorily  even  as  we  approach 
our  full-employment  target. 

Indeed,  in  many  respects  the  tax  program  will  contribute  to  continued 
price  stability.  Tax  reduction  and  reform  will  increase  productivity  and 
tend  to  cut  unit  labor  costs  by  stimulating  cost-cutting  investment  and  tech¬ 
nological  advance,  and  reducing  distortions  in  resource  allocation.  As  long 
as  wage  rate  increases  stay  within  the  bounds  of  productivity  increases, 
as  long  as  the  push  for  higher  profit  margins  through  higher  prices  is 
restrained — as  long  as  wage  and  price  changes  reflect  the  “guideposts” 
that  were  set  out  a  year  ago  and  are  reaffirmed  in  the  accompanying  Report 
of  the  Council  of  Economic  Advisers — the  outlook  for  stable  prices  is 
excellent. 

Price  stability  has  extra  importance  today  because  of  our  need  to  eliminate 
the  continuing  deficit  in  the  international  balance  of  payments.  During  the 
past  2  years  we  have  cut  the  over-all  deficit,  from  nearly  $4  billion  in  1960  to 
about  $2  billion  in  1962.  But  we  cannot  relax  our  efforts  to  reduce  the  pay¬ 
ments  deficit  still  further.  One  important  force  working  strongly  in  our 
favor  is  our  excellent  record  of  price  stability.  Since  1959,  while  U.S. 
wholesale  prices  have  been  unchanged,  those  in  every  major  competing 
country  (except  Canada)  have  risen  appreciably.  Our  ability  to  compete 
in  foreign  markets — and  in  our  own — has  accordingly  improved. 

We  shall  continue  to  reduce  the  overseas  burden  of  our  essential  defense 
and  economic  assistance  programs,  without  weakening  their  effectiveness — 
both  by  reducing  the  foreign  exchange  costs  of  these  programs  and  by  urging 
other  industrial  nations  to  assume  a  fairer  share  of  the  burden  of  free  world 
defense  and  development  assistance. 

But  the  area  in  which  our  greatest  effort  must  now  be  concentrated  is  one 
m  which  Government  can  provide  only  leadership  and  opportunity;  private 
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business  must  produce  the  results.  Our  commercial  trade  surplus — the 
excess  of  our  exports  of  goods  and  services  over  imports — must  rise  sub¬ 
stantially  to  assure  that  we  will  reach  balance  of  payments  equilibrium  within 
a  reasonable  period. 

Under  our  new  Trade  Expansion  Act,  we  are  prepared  to  make  the  best 
bargains  for  American  business  that  have  been  possible  in  many  years. 
We  intend  to  use  the  authority  of  that  act  to  maximum  advantage  to  the 
end  that  our  agricultural  and  industrial  products  have  more  liberal  access 
to  other  markets — particularly  those  of  the  European  Economic  Community. 

With  improved  Export-Import  Bank  facilities  and  the  new  Foreign 
Credit  Insurance  Association,  our  exporters  now  have  export  financing 
comparable  to  that  of  our  major  competitors.  As  an  important  part  of 
our  program  to  increase  exports,  I  have  proposed  a  sharp  step-up  in  the 
export  expansion  program  of  the  Department  of  Commerce.  Funds  have 
been  recommended  both  to  strengthen  our  overseas  marketing  programs 
and  to  increase  the  Department’s  efforts  in  the  promotion  of  an  expanded 
interest  in  export  opportunities  among  American  firms. 

In  the  meantime,  we  have  made  and  will  continue  to  make  important 
progress  in  increasing  the  resistance  of  the  international  monetary  system 
to  speculative  attack.  The  strength  and  the  stability  of  the  payments 
system  have  been  consolidated  during  the  past  year  through  international 
cooperation.  That  cooperation  successfully  met  rigorous  tests  in  1962— 
when  a  major  decline  occurred  in  the  stock  markets  of  the  world;  when 
the  Canadian  dollar  withstood  a  run  in  June;  and  when  the  establishment 
of  Soviet  bases  in  Cuba  threatened  the  world.  Through  direct  cooperation 
with  other  countries  the  United  States  engaged  in  substantial  operations 
in  the  forward  markets  for  other  currencies  and  held  varying  amounts  of 
other  currencies  in  its  own  reserves ;  the  Federal  Reserve  engaged  in  a  wide 
circle  of  swap  arrangements  for  obtaining  other  currencies;  and  the  Treas¬ 
ury  initiated  a  program  of  borrowings  denominated  in  foreign  currencies. 
And  with  the  approval  by  Congress  of  the  necessary  enabling  legislation, 
the  United  States  joined  other  major  countries  in  strengthening  the  Inter¬ 
national  Monetary  Fund  as  an  effective  bulwark  to  the  payments  system 

With  responsible  and  energetic  public  and  private  policies,  and  continued 
alertness  to  any  new  dangers,  we  can  move  now  to  revitalize  our  domestic 
economy  without  fear  of  inflation  or  unmanageable  international  financial 
problems — indeed,  in  the  long  run,  a  healthy  balance  of  payments  position 
depends  on  a  healthy  economy.  As  the  Organization  for  Economic  Co¬ 
operation  and  Development  has  emphatically  stated  in  recent  months,  a 
prosperous  American  economy  and  a  sound  balance  of  payments  position 
are  not  alternatives  between  which  we  must  chcxwe;  rather,  expansionar\ 
action  to  bolster  our  domestic  growth — with  due  vigilance  against  infla¬ 
tion — will  solidify  confidence  in  the  dollar. 
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Impact  on  State  and  Local  Governments 

The  Federal  budget  is  hard  pressed  by  urgent  responsibilities  for  free 
world  defense  and  by  vital  tasks  at  home.  But  the  fiscal  requirements  laid 
upon  our  States,  cities,  school  districts,  and  other  units  of  local  government 
are  even  more  pressing.  It  is  here  that  the  first  impacts  fall — of  rapidly 
expanding  populations,  especially  at  both  ends  of  the  age  distribution;  of 
mushrooming  cities ;  of  continuing  shift  to  new  modes  of  transportation ;  of 
demands  for  more  and  better  education;  of  problems  of  crime  and  delin¬ 
quency;  of  new  opportunities  to  combat  ancient  problems  of  physical  and 
mental  health;  of  the  recreational  and  cultural  needs  of  an  urban  society. 

To  meet  these  responsibilities,  the  total  of  State  and  local  government 
expenditures  has  expanded  243  percent  since  1948 — in  contrast  to  166  {per¬ 
cent  for  the  Federal  Government;  their  debts  by  334  percent — in  contrast 
to  18  percent  for  the  Federal  Government. 

The  Federal  budget  has  helped  to  ease  the  burdens  on  our  States  and 
local  governments  by  an  expanding  program  of  grants  for  a  multitude  of 
purposes,  and  inevitably  it  must  continue  to  do  so.  The  Federal  tax 
reductions  I  propose  will  also  ease  these  6scal  burdens,  chiefly  because 
greater  prosperity  and  faster  growth  will  automatically  increase  State  and 
local  tax  revenues  at  existing  rates. 

*  Tax  Reduction  and  Future  Fiscal  Policy 

While  the  basic  purpose  of  my  tax  program  is  to  meet  our  longer  run 
economic  challenges,  we  should  not  forget  its  role  in  strengthening  our 
defenses  against  recession.  '  Enactment  on  schedule  of  this  program  which 
I  involves  a  total  of  over  $10  billion  of  net  income  tax  reduction  annually 
would  be  a  major  counterforce  to  any  recessionary  tendencies  that  might 
!  appear. 

>  Nevertheless,  when  our  calendar  of  hscal  legislation  is  lighter  than  it  is  in 
1963,  it  will  be  important  to  erect  further  defenses  against  recession.  Last 
year,  I  proposed  that  the  Congress  provide  the  President  with  limited 

j  standby  authority  ( 1 )  to  initiate,  subject  to  Congressional  veto,  temporary 
^  reductions  in  individual  income  tax  rates  and  (2)  to  accelerate  and  initiate 
{  properly  timed  public  capital  improvements  in  times  of  serious  and  rising 

►  unemployment. 

Work  on  the  development  of  an  acceptable  plan  for  quick  tax  action  to 
counter  future  recessions  should  continue ;  with  the  close  cooperation  of  the 
Congress,  it  should  be  possible  to  combine  provision  for  swift  action  with  full 
recognition  of  the  Constitutional  role  of  the  Congress  in  taxation. 

The  House  and  the  Senate  were  unable  to  agree  in  1 962  on  standby  pro¬ 
visions  for  temporary  speed-ups  in  public  works  to  help  Rght  recession. 
Nevertheless,  recognizing  current  needs  for  stepped-up  public  capital 
expenditures,  the  Congress  passed  the  very  important  Public  Works  Accel- 
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eration  Act  (summarized  in  Appendix  A  of  the  Report  of  the  Council  of 
Economic  Advisers).  I  urge  that  the  Congress  appropriate  the  balance 
of  funds  authorized  for  programs  under  the  Public  Works  Acceleration  Act. 
Initial  experience  under  this  program  offers  promise  that  rapid  temporary 
acceleration  of  public  projects  at  all  levels  of  government,  under  a  stand-by 
program,  can  be  an  effective  instrument  of  flexible  antirecession  policy. 
Further  evaluation  of  experience  should  aid  in  the  development  of  an 
effective  stand-by  program  which  would  allow  the  maximum  room  for  swift 
executive  action  consistent  with  effective  Congressional  control. 

OTHER  ECONOMIC  MEASURES 

Apart  from  the  tax  program,  and  the  elements  of  the  growth  program 
discussed  in  the  final  section  of  this  Report,  there  are  several  other  economic 
measures  on  which  I  wish  to  report  or  request  action.  They  are; 

T  ransportation 

Our  national  transportation  systems  provide  the  means  by  which  mate¬ 
rials,  labor,  and  capital  are  geographically  combined  in  production  and  the 
resulting  products  distributed.  Continuous  innovations  in  productive  tech¬ 
niques,  rapid  urbanization  of  our  population,  and  shifts  in  international  trade 
have  increased  the  economic  significance  of  transportation  in  our  economy. 

Our  present  approach  to  regulation  is  largely  a  legacy  from  an  earlier 
period,  when  there  w-as  a  demonstrated  need  to  protect  the  public  interest 
by  a  comprehensive  and  detailed  supervision  of  rates  and  services.  The  need 
for  regulation  remains;  but  technological  and  structural  changes  today  per¬ 
mit  greater  reliance  on  competition  within  and  between  alternative  modes 
of  transp)ortation  to  make  them  responsive  to  the  demands  for  new  services 
and  the  opportunities  for  greater  efficiency. 

The  extension  of  our  Federal  highway  system,  the  further  development 
of  a  safe  and  efficient  system  of  airways,  the  improvement  of  our  water¬ 
ways  and  harbors,  the  modernization  and  adaptation  of  mass  transport 
systems  in  our  great  metropolitan  centers  to  meet  the  expanding  and  chang¬ 
ing  patterns  of  urban  life — all  these  raise  new  problems  requiring  urgent 
attention. 

Among  the  recommendations  in  my  Transportation  Message  of  April 
1962  w'ere  measures  which  would  provide  or  encourage  equal  competi¬ 
tive  opportunity  under  diminished  regulation,  consistent  policies  of  ta.x- 
ation  and  user  charges,  and  support  of  urban  transportation  and  expanded 
transportation  research.  I  urge  favorable  Congressional  action  on  these 
measures. 

Financial  Institutions  and  Financial  Markets 

In  my  Economic  Report  a  year  ago,  I  referred  to  certain  problems  relating 
to  the  structure  of  our  private  ffnancial  institutions,  and  to  the  Federal 
Government’s  participation  in  and  regulation  of  private  financial  markets. 
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A  report  on  these  matters  had  recently  been  completed  by  a  distinguished 
private  group,  the  Commission  on  Money  and  Credit.  In  view  of  the  im¬ 
portance  of  their  recommendations,  I  appointed  three  interagency  working 
groups  in  the  Executive  Branch  to  review  (a)  certain  problems  posed  by  the 
rapid  growth  of  corporate  pension  funds  and  other  private  retirement  funds, 
(b)  the  appropriate  role  of  Federal  lending  and  credit  guarantee  programs, 
and  (c)  Federal  legislation  and  regulations  relating  to  private  financial 
institutions. 

These  interagency  groups  are  approaching  the  end  of  their  work.  I  have 
requested  my  Advisory  Committee  on  Labor-Management  Policy  to  con¬ 
sider  the  tentative  recommendations  of  the  first  of  these  three  committees. 
Work  of  the  second  will,  I  am  sure,  be  extremely  useful  to  the  Bureau  of  the 
Budget,  the  Treasury  Department,  and  the  various  Federal  credit  agencies 
in  reviewing  operating  guidelines  and  procedures  of  Federal  credit  pro¬ 
grams.  Work  of  the  third  committee,  whose  task  was  the  most  complex,  is 
still  in  process. 

Silver 

I  again  urge  a  revision  in  our  silver  policy  to  reflect  the  status  of  silver  as  a 
metal  for  which  there  is  an  expanding  industrial  demand.  Except  for  its 
use  in  coins,  silver  serves  no  useful  monetary  function. 

In  1961,  at  my  direction,  sales  of  silver  were  suspended  by  the  Secretary 
of  the  Treasury'.  As  further  steps,  I  recommend  repeal  of  those  Acts  that 
oblige  the  Treasury  to  support  the  price  of  silver;  and  repeal  of  the  special 
50-percent  tax  on  transfers  of  interest  in  silver  and  authorization  for  the  Fed¬ 
eral  Reserve  System  to  issue  notes  in  denominations  of  $1,  so  as  to  make 
possible  the  gradual  withdrawal  of  silver  certificates  from  circulation  and 
the  use  of  the  silver  thus  released  for  coinage  purp)oses.  I  urge  the  Congress 
to  take  prompt  action  on  these  recommended  changes. 

Permanent  Unemployment  Compensation 

I  will  propose  later  this  year  that  Congress  enact  permanent  improve¬ 
ments  in  our  Federal-State  system  of  unemployment  insurance  to  extend 
coverage  to  more  workers,  and  to  increase  the  size  and  duration  of  benefits. 
These  improvements  will  not  only  ease  the  burdens  of  involuntary  unemploy¬ 
ment,  but  will  further  strengthen  our  built-in  defenses  against  recession. 
Action  is  overdue  to  strengthen  our  system  of  unemployment  insurance  on 
a  permanent  basis. 

Pair  Labor  Standards  Act 

Amendments  to  the  Fair  Labor  Standards  Act  in  1961  extended  the 
coverage  of  minimum  wage  protection  to  3.6  million  new  workers  and 
provided  for  raising  the  minimum  wage  in  steps  to  $1.25  per  hour.  These 
were  significant  steps  toward  eliminating  the  degrading  competition  which 
depresses  wages  of  a  small  fringe  of  the  labor  force  below  a  minimum 
standard  of  decent  compensation.  But  a  large  number  of  workers  still 


remain  without  this  protection.  I  will  urge  extension  of  coverage  to  further 
groups. 


POLICIES  FOR  FASTER  GROWTH 

The  tax  program  I  have  outlined  is  phased  over  3  years.  Its  invigorating 
effects  will  be  felt  far  longer.  For  among  the  costs  of  prolonged  slack  is 
slow  growth.  An  economy  that  fails  to  use  its  productive  potential  fully 
feels  no  need  to  increase  it  rapidly.  The  incentive  to  invest  is  bent  beneath 
the  weight  of  excess  capacity.  Lack  of  employment  opportunities  slows  the 
growth  of  the  labor  force.  Defensive  restrictive  practices — from  feather¬ 
bedding  to  market  sharing — flourish  when  limited  markets,  jobs,  and  incen¬ 
tives  shrink  the  scope  for  effort  and  ingenuity.  But  when  the  economy 
breaks  out  of  the  lethargy  of  the  past  5  or  6  years,  the  end  to  economic  slack 
will  by  itself  mean  faster  growth.  Full  employment  will  relax  the  grip  of 
restrictive  practices  and  open  the  gates  wider  to  innovation  and  change. 

While  programs  for  full  utilization  of  existing  resources  are  the  indispens¬ 
able  first  step  in  a  positive  policy  for  faster  growth,  it  is  not  too  soon  to  move 
ahead  on  other  programs  to  strengthen  the  underlying  sources  of  the  Na- 
ion’s  capacity  to  grow.  No  one  doubts  that  the  foundations  of  America’s 
economic  greatness  lie  in  the  education,  skill,  and  adaptability  of  our  popu¬ 
lation  and  in  our  advanced  and  advancing  industrial  technology.  Deep- 
seated  foundations  cannot  be  renewed  and  extended  overnight.  But 
neither  is  the  achievement  of  national  economic  purpose  just  a  task  for  today 
or  tomorrow,  or  this  year  or  next.  Unless  we  move  now  to  reinforce  the 
human  and  material  base  for  growth,  we  will  pay  the  price  in  slower  growth 
later  in  this  decade  and  in  the  next.  And  so  we  must  begin. 

Last  summer,  convinced  of  the  urgency  of  the  need,  I  appointed  a  Cabinet 
Committee  on  Economic  Growth  to  stand  guardian  over  the  needs  of  growth 
in  the  formulation  of  government  economic  policies.  At  my  request,  this 
Committee— consisting  of  the  Secretary  of  the  Treasury,  the  Secretary  of 
Commerce,  the  Secretary  of  Labor,  the  Director  of  the  Bureau  of  the 
Budget  as  members,  and  the  Chairman  of  the  Council  of  Economic  Advisers 
as  its  Chairman — reported  to  me  in  December  on  policies  for  growth  in  the 
context  of  my  1963  legislative  program. 

Tax  Revision 

Their  rep>ort  urges  the  central  significance  of  prompt  tax  reduction  and 
reform  in  a  program  for  economic  growth;  first,  for  the  sustained  lift  it 
will  give  to  the  economy’s  demand  for  goods  and  services,  and  thus  to  the 
expansion  of  its  productive  capacity;  second,  for  the  added  incentive  to 
productive  investment,  risk-taking,  and  efficient  use  of  resources  that  will 
come  from  lowering  the  corporate  tax  rate  and  the  unrealistic  top  rates 
on  personal  income,  and  eliminating  unwarranted  tax  preferences  that  un¬ 
dermine  the  tax  base  and  misdirect  energy  and  resources.  I  have  already  laid 
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the  case  for  major  tax  changes  before  you,  and  I  will  submit  detailed  legis¬ 
lation  and  further  analysis  in  a  special  message.  I  remind  you  now  that 
my  1963  tax  proposals  are  central  to  a  program  to  tilt  the  trend  of  American 
growth  upward  and  to  achieve  our  share  of  the  50-percent  growth  target 
which  was  adopted  for  the  decade  of  the  sixties  by  the  20  member  nations 
of  the  Organization  for  Economic  Cooperation  and  Development. 

Tax  reduction  will  remove  an  obstacle  to  the  full  development  of  the  forces 
of  growth  in  a  free  economy.  To  go  further,  public  policy  must  offer  posi¬ 
tive  support  to  the  primary  sources  of  economic  energy.  I  propose  that 
the  Federal  Government  lay  the  groundwork  now  for  positive  action  in  three 
key  areas,  each  singled  out  by  the  Cabinet  Committee  as  fundamental  to  the 
long-run  strength  and  resilience  of  our  economy:  (1)  the  stimulation  of 
civilian  technology,  (2)  the  support  of  education,  and  (3)  the  develop¬ 
ment  of  manpower.  In  each  of  these  areas  I  shall  make  specific  proposals 
for  action.  Together  with  tax  revision,  they  mark  the  beginning  of  a  more 
conscious  and  active  policy  for  economic  growth. 

Civilian  Technology 

The  Federal  Government  is  already  the  maun  source  of  financial  support 
for  research  and  development  in  the  United  States.  Most  funds  now  spent 
cn  research  are  channeled  to  private  contractors  through  the  Department 
of  Defense,  the  National  Aeronautics  and  Space  Administration,  amd  the 
Atomic  Energy  Commission.  The  defense,  space,  and  atomic  energy  aictivi- 
ties  of  the  country  absorb  about  two-thirds  of  the  trained  people  available 
for  exploring  our  scientific  and  technical  frontiers.  These  activities  also 
assert  a  strong  influence  on  the  direction  and  substance  of  scientific  and 
engineering  education.  In  many  fields,  they  have  transformed  our  under¬ 
standing  of  nature  and  our  ability  to  control  it.  But  in  the  course  of  meeting 
specific  challenges  so  brilliantly,  we  have  paid  a  price  by  sharply  limiting 
the  scarce  scientific  and  engineering  resources  available  to  the  civilian 
sectors  of  the  American  economy. 

The  Government  has  for  many  years  recognized  its  obligation  to  support 
research  in  fields  other  than  defense.  Federal  support  of  medical  and  agri¬ 
cultural  research  has  been  and  continues  to  be  particularly  important.  My 
proposal  for  adding  to  our  current  efforts  new  support  of  science  and  tech¬ 
nology  that  directly  affect  industries  serving  civilian  markets  represents  a 
rounding  out  of  Federal  programs  across  the  full  spectrum  of  science. 

Since  rising  productivity  is  a  tnajor  source  of  economic  growth,  and  re¬ 
search  and  development  are  essential  sources  of  productivity  growth,  I 
believe  that  the  Federal  Government  must  now  begin  to  redress  the  balance 
in  the  use  of  scientific  skills.  To  this  end  I  shall  propose  a  number  of 
measures  to  encourage  civilian  research  and  development  and  to  make 
the  byproducts  of  military  and  space  research  easily  accessible  to  civilian 
industry.  These  measures  will  include : 

1.  Development  of  a  Federal-State  Engineering  Extension  Service; 
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2.  New  means  of  facilitating  the  use  by  civilian  industry  of  the 
results  of  Government-financed  research ; 

3.  Selected  support  of  industrial  research  and  development  and 
technical  information  services; 

4.  Support  of  industry  research  associations ; 

5.  Adjustment  of  the  income  tax  laws  to  give  business  firms  an  addi¬ 
tional  stimulus  to  invest  in  research  equipment; 

6.  Stimulus  of  university  training  of  industrial  research  personnel. 

Together,  these  measures  would  encourage  a  growing  number  of  scientists 

and  engineers  to  work  more  intensively  to  improve  the  technology  of  civilian 
industry,  and  a  growing  number  of  firms  and  industries  to  take  greater 
advantage  of  modem  technology.  For  Americans  as  a  whole,  the  returns 
will  be  better  products  and  services  at  lower  prices.  A  national  research 
and  development  effort  focused  to  meet  our  urgent  needs  can  do  much  to 
improve  the  quality  of  our  lives. 

Education 

History  will  value  the  American  commitment  to  universal  education  as 
one  of  our  greatest  contributions  to  civilization.  Impressive  evidence  is 
also  accumulating  that  education  is  one  of  the  deepest  roots  of  economic 
growth.  Through  its  direct  effects  on  the  quality  and  adaptability  of  the 
working  population  and  through  its  indirect  effects  on  the  advance  of 
science  and  knowledge,  education  is  the  ultimate  source  of  much  of  our 
increased  productivity. 

Our  educational  frontier  can  and  must  still  be  widened;  through  im¬ 
provements  in  the  quality  of  education  now  available,  through  opening 
new  opportunities  so  that  all  can  acquire  education  proportionate  to  their 
abilities,  and  through  expanding  the  capacity  of  an  educational  system  that 
increasingly  feels  the  pinch  of  demands  it  is  not  equipped  to  meet. 

In  our  society,  the  major  responsibility  for  meeting  educational  need? 
must  rest  with  the  State  and  local  governments,  private  institutions,  and 
individual  families.  But  today,  when  education  is  essential  to  the  dis¬ 
charge  of  Federal  responsibilities  for  national  security  and  economic  growth, 
additional  Federal  support  and  assistance  are  required.  The  dollar  con¬ 
tribution  the  Federal  Government  would  make  is  small  in  relation  to  the 
$30  billion  our  Nation  now  spends  on  education;  but  it  is  vital  if  we  are 
to  grasp  the  opportunities  that  lie  before  us. 

By  helping  to  insure  a  more  adequate  flow  of  resources  into  education, 
by  helping  to  insure  greater  opportunities  for  our  students — tomorrow’s 
scientists,  engineers,  doctors,  scholars,  artists,  teachers,  and  leaders — bv 
helping  to  adv'ance  the  quality  of  education  at  all  levels,  we  can  add  meas¬ 
urably  to  the  sweep  of  economic  growth.  I  shall  make  a  number  of  specific 
proposals  in  a  forthcoming  message  on  education.  All  of  them  are  designed 
to  strengthen  our  educational  system.  They  w'ill  strengthen  quality,  increase 
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opportunity,  expand  capacity.  They  merit  support  if  we  are  to  live  up 
to  our  traditions.  They  demand  support  if  we  are  to  live  up  to  our  future. 

Manpower  Development 

Education  must  not  stop  in  the  classroom.  In  a  growing  economy,  the 
skills  of  our  labor  force  must  change  in  response  to  changing  technology. 
The  individual  and  the  firm  have  shouldered  the  primary  responsibility 
for  the  retraining  required  to  keep  pace  with  technical  advance — and  their 
capacity  to  do  this  increases  when  markets  strengthen  and  profits  grow. 
But  Government  must  support  and  supplement  these  private  efforts  if  the 
requirements  are  to  be  fully  met. 

The  Area  Redevelopment  Act  reflects  the  importance  of  adapting  labor 
skills  to  the  needs  of  a  changing  technology,  as  do  the  retraining  and  relo¬ 
cation  provisions  of  the  Trade  Expansion  Act  of  1962.  And  in  adopting 
the  Manpower  Development  and  Training  Act,  the  Congress  last  year  gave 
further  evidence  of  its  understanding  of  the  national  needs  and  the  Federal 
responsibility  in  this  area.  I  will  shortly  present  to  the  Congress  an  Annual 
Manpower  Report  as  required  under  this  Act.  This  will  be  the  first  com¬ 
prehensive  report  ever  presented  to  Congress  on  the  Nation’s  manpower 
requirements  and  resources,  utilization  and  training.  The  programs  under 
this  Act  are  already  demonstrating  the  important  contribution  which  an 
improvement  of  labor  skills  can  produce,  not  only  for  the  individual,  but 
for  the  community  as  well.  I  have  therefore  recommended  an  increase  in 
the  funds  for  these  programs  in  the  coming  fiscal  year.  Not  only  are  the 
programs  needed  in  today’s  economy  with  its  relatively  high  unemployment ; 
they  will  play  an  even  more  significant  role  as  we  near  the  boundaries  of 
full  employment.  For  they  will  permit  fuller  utilization  of  our  labor  force 
and  consequently  produce  faster  growth. 

A  second  important  requirement  for  an  effective  manpower  policy  in  a 
dynamic  economy  is  a  more  efficient  system  of  matching  workers’  skills  to 
the  jobs  available  today  and  to  the  new  jobs  available  tomorrow.  This 
calls  for  an  expanded  informational  effort,  and  I  have  included  in  my  1963 
program  a  proposal  to  achieve  this.  I  attach  special  importance  to  the 
work  being  done  in  the  Department  of  Labor  to  develop  an  “early  warn¬ 
ing  system”  to  identify  impending  job  dislocations  caused  by  rapid  technical 
changes  in  skill  requirements  in  the  years  ahead.  Such  information  is  im¬ 
portant  as  a  guide  to  effective  manpower  retraining  and  mobility  efforts. 
It  will  also  be  useful  in  shaping  important  school  programs  to  meet  the  man¬ 
power  needs,  not  of  yesterday,  but  of  tomorrow. 

The  persistently  high  rates  of  unemployment  suffered  by  young  workers 
demand  that  we  act  to  reduce  this  waste  of  human  resources.  I  will  there¬ 
fore  recommend  the  passage  of  a  Youth  Employment  Opportunities  Act  to 
foster  methods  for  developing  the  potential  of  untrained  and  inexperienced 
youth  and  to  provide  useful  work  experience. 
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To  facilitate  growth,  we  must  also  steadily  reduce  the  barriers  that  deny 
us  the  full  power  of  our  working  force.  Improved  information  will  help — 
but  more  than  that  is  called  for.  Institutions  which  tie  workers  in  their 
jobs,  or  encourage  premature  retirement,  must  be  critically  reexamined. 
An  end  to  racial  and  religious  discrimination — which  not  only  affronts  our 
basic  ideals  but  burdens  our  economy  with  its  waste — offers  an  imperative 
contribution  to  growth.  Just  as  we  strive  to  improve  incentives  to  invest  in 
physical  capital,  so  must  we  strive  to  improve  incentives  to  develop  our 
human  resources  and  promote  their  effective  use. 

Conclusion 

Stepping  up  the  U.S.  growth  rate  will  not  be  easy.  We  no  longer  have 
a  large  agricultural  population  to  transfer  to  industry.  We  do  not  have 
the  opportunity  to  capitalize  on  a  generation’s  worth  of  advanced  tech¬ 
nology’  developed  elsewhere.  The  only  easy  growth  available  to  us  is  the 
growth  that  will  flow  from  success  in  ending  the  period  of  sluggishness 
dating  back  to  1957.  That  we  must  have  if  only  because  it  is  inexcusable 
to  have  the  American  economy  operating  in  low  gear  in  a  time  of  crisis. 

Beyond  full  employment,  however,  we  must  rely  on  the  basic  sources  of 
all  long-run  growth:  people,  machines  and  knowledge.  We  must  identify 
and  use  a  variety  of  ways — some  imaginative,  some  routine — to  enable  our 
people  to  realize  the  full  promise  of  our  technology  and  our  economy.  In  a 
setting  of  full  employment,  these  measures  can  help  to  move  our  growth 
rate  to  4  percent  and  above,  the  American  people  toward  greater  abundance, 
and  the  free  world  toward  greater  security. 
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Chapter  1 

)  The  Economic  Record  and  Its  Challenge 

'  rr^HE  UNITED  STATES  is  currently  in  the  midst  of  its  fourth  postwar 
X  recovery — a  recovery  which  began  in  February  1%1  and  has  now  run 
for  almost  2  years.  This  recovery  is  notable  in  that  for  the  first  time  since 
the  war  we  have  made  important  progress  toward  all  of  our  major  eco- 
»  nomic  goals:  we  have  made  significant  advances  toward  the  goals  of  fuller 

^  employment  and  faster  growth  at  the  same  time  that  we  have  avoided 

inflation  and  achieved  substantial  improvement  in  our  balance  of  payments 
position.  And  these  gains  have  been  accompanied  by  the  continued 
strengthening  of  free  competitive  markets  and  continued  progress  toward 
greater  equality  of  economic  opportunity. 

)  But  in  the  present  expansion,  the  economy  has  faced  the  problem  of  re¬ 
covering  from  not  one  but  two  recessions — for  the  recession  of  1960  followed 
an  incomplete  recovery  from  the  1957-58  recession.  Despite  the  gains  of 
!  the  past  2  years,  the  economy  has  not  yet  regained  full  use  of  its  labor  and 

!  capital  resources.  Moreover,  the  progress  made  during  the  current  recovery 

was  most  rapid  in  1961 ;  although  advances  continued  throughout  1962,  the 
rate  of  expansion  was  markedly  slower.  The  forces  responsible  for  slow- 
j  ing  the  expansion  in  1962  threaten  to  prolong  the  period  of  economic  slack. 

('  As  1963  begins,  too  many  workers  remain  without  jobs;  too  many  machines 

continue  idle;  too  much  output  goes  unrealized  as  our  economy  runs  below 
its  potential. 

The  challenge  and  the  opjX)rtunity  for  the  American  economy  are  to 
move  from  this  situation  of  continuing  slack  to  one  which  calls  forth  the 
)  full  participation  of  a  rapidly  growing  labor  force  and  the  introduction  of 
fruitful  technological  developments.  It  is  in  this  setting  of  promising  change 
that  we  must  consider  our  commitment  to  the  goals  of  the  Employment 
Act. 

In  this  chapter  we  first  review  the  record  of  1962  and  of  the  1961-62 
expansion.  Then,  to  draw  from  the  experience  of  a  longer  period,  we  look 
>  at  the  record  of  the  past  5  years,  and  finally  we  appraise  the  outlook  for 
1%3. 


THE  EXPANSION  OF  196  1  AND  19  62 


COMPARISON  OF  196  2  WITH  1961 

Significant  gains  were  registered  in  all  major  categories  of  economic 
activity  between  1961  and  1962.  For  the  year  1962  as  a  whole,  gross  na-  ^ 
tional  product  (GNP)  rose  7  percent  over  its  1961  level — from  $519  billion 
to  $554  billion.  Industrial  production  showed  an  8  percent  rise.  Demands 
for  automobiles  and  housing  were  particularly  strong:  sales  of  domestic 
automobiles  increased  by  more  than  20  percent — from  5.6  million  units  in 
1961  to  6.8  million  units  in  1962 — making  1962  the  second  biggest  automo-  * 
bile  year  in  history ;  private  nonfarm  housing  starts  rose  by  1 1  percent,  with  , 
an  exceptionally  strong  advance  in  apartment  construction.  Business 
spending  on  plant  and  equipment  rose  by  9  percent,  and  the  rate  of  business 
inventory  accumulation  increased  from  $2.1  billion  to  $3.1  billion. 

Disposable  personal  income  increased  by  $19  billion,  or  5  percent. 
Consumer  spending  kept  pace  and,  apart  from  autos,  most  major  com-  * 
ponents  of  consumption  rose  by  4  or  5  percent.  Corporate  profits  (ad-  » 
justed  for  inventory  valuation,  and  before  taxes)  for  the  year  rose  by  an 
estimated  $5*/^  billion,  to  $51  billion. 

The  gains  in  output  and  incomes  achieved  in  1962  were  accompanied  by 
relative  stability  in  prices.  The  average  price  of  output  increased  by  less 
than  1*4  percent  as  measured  by  the  comprehensive  GNP  deflator.  Whole-  ’ 
sale  prices  remained  virtually  stable  at  100.6  percent  of  their  1957-59 
average.  And  consumer  prices  rose  by  only  1.2  percent. 

The  unemployment  rate,  which  averaged  6.7  percent  in  1961,  fell  to  an 
average  of  5.6  percent  in  1962 — the  result  of  an  increase  of  1.2  million  in 
employment  accompanied  by  an  increase  of  400,000  in  the  civilian  labor 
force.  The  number  of  involuntary  part-time  workers  declined  from  2.8 
million  to  2.3  million.  The  fraction  of  labor-force  time  lost  through  ) 
unemployment  and  part-time  work  dropped  from  8.0  to  6.7  percent.  The  ! 
higher  levels  of  employment  resulted  in  a  substantial  reduction  in  the  num¬ 
ber  of  depressed  areas.  During  1961,  an  average  of  81  of  the  150  major 
labor  market  areas  in  the  United  States  were  classified  as  areas  of  substan-  1 
tial  unemployment.  The  monthly  average  for  1962  was  52  areas.  Some  ' 
areas  benefited  dramatically  from  the  expansion  in  economic  activity:  for  * 
instance,  in  Detroit,  Michigan,  the  unemployment  rate  fell  from  10.9  per¬ 
cent  in  1961  to  6.8  percent  in  1962.  Even  an  area  like  Wheeling,  West 
Virginia,  which  still  had  an  intolerable  unemployment  rate  in  1962  (12.2 
percent),  showed  improvement  from  its  15.2  percent  rate  of  the  year  before. 

Progress  w'as  also  made  by  the  Nation’s  agricultural  population.  Farm 
income  per  capita  from  all  sources  rose  from  $1,373  in  1961  to  $1,430  in 
1962.  This  is  nearly  60  percent  of  the  nonfarm  per  capita  income  of  t 
$2,445.  By  comparison,  per  capita  income  of  the  farm  population  aver-  . 


aged  approximately  50  percent  of  fx*r  capita  income  in  the  nonfann  sector 
during  the  mid-1950's  and  less  than  40  ptTcent  just  prior  to  World  War  II. 

Recovery  in  domestic  output,  incomes,  and  employment  was  accom¬ 
panied  by  improvement  in  the  balance  of  payments.  The  over-all  balance 
of  payments  deficit,  which  fell  from  $3.9  billion  in  1960  to  $2.5  billion  in 
1961,  declined  further,  to  about  $2  billion,  in  1962.  Although  exports  did 
not  increase  as  rapidly  as  the  rise  in  merchandise  imjxarts  induced  by 
domestic  expansion,  improvement  in  the  over-all  balance  was  registered 
because  of  increased  earnings  on  U.S.  investment  abroad,  and  substantial 
declines  in  short-term  private  capital  outflows  and  net  government  ex¬ 
penditures  overseas. 

THE  RECORD  OF  THE  EXPANSION 

The  pattern  of  activity  since  the  1960  recession  is  not  adequately  re¬ 
vealed  by  the  annual  figures  just  cited.  The  last  Cjuarter  of  1962  was  the 
seventh  quarter  of  the  present  (“xpansion  and  December  the  22nd  month 
of  sustained  recoverv  from  the  low  point  of  February  1961.  GNP  rose  to 
an  annual  rate  of  .$562  billion  in  the  last  quarter  of  1962,  .$61  billion,  or 


Real  Gross  National  Product 
in  Four  Postwar  Expansions 


GNP  TROUGH  »  100  1/ 


0  123456789 

QUARTERS  AFTER  GNP  TROUGH i/ 

!/  based  on  seasonally  adjusted  data 

2'  TROUGH  QUARTERS  FOR  GNP  WERE  1949  H,  1954  II,  1958  I  AND  1961  I 
SOURCES:  TCPARTMENT  OF  COMMERCE  AND  COUNCIL  OF  ECONOMIC  ADVISERS 
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CHART  2 

Unemployment,  Production,  and  Income 
in  Three  Business  Cycles 


PERCENT  OF  CIVILIAN  LABOR  FORCE 


NOTE;  RATE  AND  INDEXES  BASED  ON  SEASONALLY  ADJUSTED  DATA.  EACH  SERIES  STARTS  AT  ITS 
PREVIOUS  CYCLICAL  PEAK  AND  ENDS  22  MONTHS  AFTER  THE  CYCLICAL  TROUGH,  WHICH 
CORRESPONDS  WITH  THE  MOST  RECENT  MONTH  OF  THE  PRESENT  EXPANSION. 

SOURCES;  DEPARTMENT  OF  LABOR,  BOARD  OF  GOVERNORS  OF  THE  FEDERAL  RESERVE  SYSTEM,  AND 
DEPARTMENT  OF  COMMERCE. 
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12  percent,  above  its  recession  low.  In  constant  prices,  this  rate  was  10 
percent  above  the  recession  low  and  8  percent  above  the  previous  peak  in 
the  second  quarter  of  1960. 

Despite  these  gains,  the  present  expansion,  along  with  its  immediate 
predecessor,  has  not  matched  the  increases  in  GNP  attained  at  the  com¬ 
parable  periods  of  the  two  earlier  postwar  recoveries  in  1949-51  and  1954- 
56,  as  shown  in  Chart  1.  Chart  2  compares  the  last  three  postwar  reces¬ 
sions  and  recoveries  in  terms  of  other  measures  of  activity.  The  compari¬ 
sons  in  this  chart  start  with  activity  at  the  previous  cyclical  peaks,  not 
troughs,  and  thus  reflect  the  record  of  each  cycle  over  a  variable  period 
spanning  recession  and  the  first  22  months  of  expansion.  So  viewed,  the 
gains  in  income  and  production  from  May  1960  to  date  approximately 
match  the  average  of  the  previous  two  cycles.  But,  as  already  noted,  the 
May  1960  peak  itself  represented  an  incomplete  recovery. 

Slowdown  in  expansion 

As  Chart  1  shows,  throughout  1961  the  current  recovery  was  relatively 
brisk.  However,  during  1962,  quarterly  GNP  increases  fell  to  about  half 
their  1961  pace,  from  an  average  annual  rate  of  $12/2  billion  to  $6  billion. 
The  slower  pace  of  the  expansion  is  evident  in  the  p)erformance  of  other 
major  indicators  of  economic  activity  during  the  last  3  quarters  of  1961  as 
opposed  to  the  4  quarters  of  1962  (Table  1 ) .  Reflecting  the  slowdown,  the 
unemployment  rate  in  December  1962  was  only  0.4  percentage  points  below 
its  level  a  year  earlier. 

In  retrospect,  it  is  clear  that  the  slowdown  which  was  to  mark  the  entire 
year  began  in  the  first  quarter.  Despite  large  inventory  building,  especially 
of  steel,  GNP  in  that  quarter  rose  by  only  $6.4  billion,  after  a  rise  of  $16.3 
billion  in  the  fourth  quarter  of  1961. 

The  second  quarter  found  total  activity  still  expanding  moderately.  It 
was  marked  by  the  stock  market  decline  that  culminated  in  the  historic 
price  break  of  May  28.  The  fall  in  the  market  contributed  uncertainty 
to  the  investment  outlook  later  in  the  year.  But  the  timing  indicates 
strongly  that  the  market  break  was  not  a  major  causal  influence  on  the 
economic  shape  of  the  year  as  a  whole. 

By  midyear,  the  uncertainties  posed  by  mixed  signs  in  current  economic 
developments,  accompanied  by  the  break  in  stock  prices,  led  to  widespread 
concern  about  the  possibility  of  an  imminent  recession.  However,  the 
economy  weathered  the  developments  of  the  spring  without  a  downturn  in 
activity.  Stock  prices  recovered  half  of  their  losses  by  the  end  of  1%2. 
And  business  spending  on  plant  and  equipment  was  stronger  in  the  second 
half  than  the  surveys  in  February  and  May  had  anticipated. 

In  the  third  quarter,  GNP  rose  by  only  $3.3  billion,  to  $555.3  billion,  as 
net  exports  declined  by  $1.2  billion  and  the  rate  of  inventory  accumulation. 
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Table  1. — Changes  in  output,  income,  and  employment  in  1961  and  1962 
(Seasonally  adjiistefll 


! 

Item  1 

1 

1961  I 

1 

1 

!  19f)l  IV 

1962  IV*  j 

j 

Average  quarterly 
change 

1961  I  1961  IV 

to  1  to 

1961  IV  i  1962  IV  1 

Hlllions  of  dollars,  annual  rates 

Output  (current  prices): 

1  ! 

1 

Oro.ss  national  product . - . 

.KH).  8 

:  .538.6  j 

,Vi2.0  1 

12.6  1 

.5  S 

Personal  consumption  oxiH'nditurcs . 

330.  h 

;  346. 1  ' 

363  5 

.5.2  1 

4  4 

Gross  ,>riviite  doniostic  invesiniont . 

«).  1 

!  76. 6  ' 

7.5.0  ' 

.5.  .5 

-.  4 

I  ixcd  investment . 

63.  7 

70.6 

74.  .5 

2  3  : 

i.n 

Itesidential  nonfarm  construction _ ' 

19.0 

;  22. 8 

23.7 

1.3  1 

2 

Other  construction . 1 

1 

20.  3 

1  20. 4 

21.3 

I  (»)  1 

2 

Producers’  durable  ecpiipment  _ 

24  4 

1  27.4 

29. 6 

'  1.0  ; 
;  ! 

.6 

Chaniie  in  business  inventories . 

—3.  H 

6.  0 

.,5 

1  3.2  ' 

1 

-1.4 

Net  ex|H)rts  ot  coods  and  ser\  ices _ _ 

.5.3 

I  3.8 

i  2.  .5 

1  -.5  ' 

-.3 

Oovernment  purchivses  of  goods  and  services. 

104.  8 

'  112.1 

121.0 

2.  4  1 

2  2 

Federal . 

.5.5.  4 

1  .59.  .5 

!  7 

!  1  4 

1.0 

State  and  local . . . 

49.  1 

1  .52. 6 

j  .57. 3 

1. 1 

1.2 

Income: 

i 

1 

Disjw.sable  (XT-sonal  income . 

3.54.  3 

1  372. 6 

'  389. 3 

'  6.  1  ! 

4.2 

Coriwrate  profits  after  taxes . 

20.3 

26.  3 

»  26.  1 

2. 0 

1 

Millions  of  i)ersons 

Employment: 

Total  civilian  employment . 

66.8 

67. 0 

1  68.  1 

0.  1 

0.3 

Kmployinent  in  nonagricultural  estal)lishments. 

i 

.53.  .5 

.54.  .5 

1  .5.5. 6 

1  3 

3 

Private . 

44.9 

4.5.  ,5 

46.  2 

'  2 

>  Preliminary  estimates  by  Council  of  Kconomlc  Advisers, 
s  Le.ss  than  $.50  million. 

*  Data  for  1962  III  and  chanpe  from  1961  IV  to  1%2  III. 

Note.— Detail  will  not  necessarily  add  to  totals  U’cause  of  rounditit;. 

See  Tables  C-1,  (’-1.5,  C-19,  C-25,  and  (’-64. 

Sources:  Department  of  Commerce  and  Department  of  Tyabor  (exce|)t  as  noted;. 

uncier  pressure  from  steel  litjuidation,  declined  by  $3.0  billion  from  the  second 
quarter  level.  But  by  the  fourth  quarter,  exceptionally  large  early  sales  of 
1963  automobile  models  helped  bring  GNP  to  $.362.0  billion. 

Role  of  investment 

A  year  ago  the  Economic  Report  and  the  Budget  Message  projected  a 
GNP  of  $570  billion  for  1962.  After  allovvant  e  for  intervening  revisions  in 
the  national  accounts,  this  called  for  a  9  percent  rise  compared  with  the 
7  percent  rise  that  was  achieved.  While  this  was  toward  the  upper  end  of 
the  range  of  forecasts  then  being  made,  the  Administration  believed  it  to 
be  realistic.  Now,  in  restrospect,  it  can  be  seen  that  the  predictions  ot 
government  purchases  of  goods  and  ser\ices,  pri\ate  nonfarm  residential 
construction,  consumer  purchases  of  durables,  and  net  exports  were  (’.ssen- 
tially  correct. 


Consumer  purchases  of  nondurables  and  services  in  1962  fell  short  of 
the  year-ago  forecast  by  about  $6  billion.  Changes  in  such  expenditures 
^  are  largely  responsive  to  changes  in  disposable  personal  income  which  in 
turn  are  related  to  changes  in  total  spending.  I'he  percentage  of  dis- 
i  posable  incomes  spent  by  consumers  actually  rose  in  1962.  It  was  there¬ 
fore  the  failure  of  exptmditures  other  than  consumption  to  rise  as  far  as 
I  had  been  expected  that  held  down  the  rise  in  incomes  and  in  turn  con¬ 
sumers’  expenditures. 

The  error,  then,  was  in  the  area  of  business  investment,  which  fell  about 
^  $8  billion  short  of  the  level  that  had  been  expected  for  the  year  1962.  In- 

>  deed  from  the  fourth  quarter  of  1961  to  the  fourth  quarter  of  1962,  total 

business  investment  actually  declined.  Expenditures  for  new  plant  and 
'  equipment  rose  by  $8.1  billion,  but  this  advance  was  more  than  offset  by 
a  drop  of  $5.5  billion  in  the  rate  of  inventory  investment.  .\s  Chart  3  shows, 
^  this  decline  of  investment,  which  was  unuusal  for  the  current  stage  of  ex¬ 
pansion,  followed  3  t|uarters  of  brisk  increases  in  investment  spending 
I  during  1961. 

Half  of  the  shortfall  from  the  prediction  of  business  investment  occurred 
in  inventor)-  accumulation.  During  the  current  expansion,  the  ratio  of  in- 

Iventory  acc  umulation  to  the  increase  in  6nal  sales  of  goods  (Table  2)  has 
been  only  0.25,  compared  with  ratios  of  0.46  and  0.50  in  the  two  preceding 
expansions.  However,  the  growth  of  manufacturers’  new  orders  has  been 
slow  enough  so  that  unfilled  order  backlogs  have  declined  and  the  ratio  of 
j  inventories  to  order  backlogs  has  edged  upward. 

i 

1  I  API  F  2.  Chanees  in  final  sales  of  gootJs  and  inventory  accumulation  in  three  expansions 


[Billions  of  dollars,  19.14  prices,  sea.sonally  adjusted] 


Change  in 

Inventory 

)  Ih'riod  I 

final  sales  ' 

aocumn- 

of  goods  *  1 

lation  » 

> 

1  19.14  Ill  to  19.')fi  11  . - . 

...  .  19.1  ! 

8.  S 

1  19.18  II  to  19f)0  I  . .  . . . 

. . .  17.4 

8.  7 

19*11  I  to  19C)'2  IV*  . .  . . 

.  22  I 

.1.1 

'  .Siieciflc  trough  for  final  .sales  to  7  quarters  after  trough. 

*  Total  change  in  annual  rate  of  sales. 

*  Total  aeeumulatioii  (luring  i>eriod. 

'  rreliininary  estimates  hy  Council  of  Kcononiic  .\dvisers. 

Source.  l)ei)artnient  of  Commerce  (excejit  as  noted). 

With  easy  supply  conditions  and  their  own  markets  growing  less  than 
buoyantly,  many  businesses  evidently  chose  in  1962  to  pursue  cautious 
stocking  policies  and  to  speed  their  introduction  of  new  inventory-conserving 
nianagerial  technifjues.  Despite  the  unfavorable  effect  upon  1962  output 
and  income,  inventories,  as  a  result,  are  less  an  area  of  potential  weakness 
in  lf)63  than  might  othenvise  have  been  the  ca.se. 


CHART  3 


Change  in  Total  Business  Investment 
in  Four  Postv/ar  Expansions 


PERCENT 


1949-51  1954-56  1958*59  1961*62 


SOURCES:  DEPARTMENT  OF  COMMERCE  AND  COUNCIL  OF  ECONOMIC  ADVISERS. 


\J  BASED  ON  SEASONALLY  ADJUSTED  DATA  IN  CONSTANT  PRICES.  INVESTMENT  CONSISTS  OF 
NONRESIDENTIAL  CONSTRUCTION,  PRODUCERS’  DURABLE  EQUIPMENT,  AND  CHANCE  IN 
INVENTORIES  RECOVERY  MEASURED  FROM  TROUGH  QUARTERS  FOR  GNP:  1949  D,  1954  H, 
1958  LAND  1961  I. 


FIRST  3  QUARTERS  OF  EXPANSION 


The  other  half  of  the  shortfall  in  1962  business  investment  below  year- 
ago  exjjectations  was  in  fixed  investment.  Although  this  did  rise  by  9 
percent,  1962  over  1961,  it  did  not  exhibit  the  stronger  surge  that  had 
been  anticipated.  A  number  of  conditions  that  had  been  expected  to 
)  facilitate  a  rapid  expansion  in  plant  and  equipment  spending  did  in  fact 
materialize.  External  finance  was  comparatively  cheap  and  plentiful.  In¬ 
ternal  finance  was  relatively  abundant ;  indeed,  by  the  end  of  the  year  gross 
corporate  saving  exceeded  gross  investment  expenditures  by  $3  billion.  And 
by  summer,  as  noted  in  the  section  that  follows,  businesses  received  the 
combined  impetus  of  liberalized  depreciation  schedules  and  an  investment 
'  tax  credit. 

To  all  appearances,  the  stimulus  to  invest  in  new  products  and  in  cost- 
reducing  changes  of  equipment  and  process  remained  strong  during  the 
year.  And  the  stimulus  arising  from  the  current  degree  of  capacity  utiliza¬ 
tion  could  reasonably  have  been  expected  to  be  stronger  than  during  the 
,  preceding  expansion.  For  the  index  of  capacity  utilization  compiled  at  the 
I  Federal  Reserve  Board,  which  rose  from  78  percent  in  the  first  quarter  of 

1961  to  85  percent  in  the  fourth  quarter  of  that  year,  had  consistently  re¬ 
mained  3  to  5  percentage  p)oints  above  corresponding  quarters  in  the  1958-59 
recovery.  A  similar  difference  in  utilization  rates  between  the  end  of  1961 
and  the  end  of  1958  has  also  beeen  reported  in  a  sur\ey  by  a  private  organi¬ 
zation. 

Rather  than  in  any  of  these  factors,  the  restraint  up)on  fixed  investment  in 

1962  lay  in  another  circumstance  that  became  increasingly  apparent  as  the 
year  progressed.  This  was  the  cumulative  effect  upon  business  expectations 
of  5  years  of  persisting  slack  in  the  economy.  By  1962,  this  prolonged  period 
of  underproduction  and  underemployment  had  dampened  business’  willing¬ 
ness  to  invest.  It  left  businessmen  with  a  long  record  of  consistently,  not 
merely  temporarily,  redundant  capacity.  Excess  capacity  meant  lower 
average  profit  margins.  Further,  it  meant  that  new  investment  was  more 
likely  to  be  risky  and  less  likely  to  be  profitable. 

With  respect  to  both  fixed  investment  and  inventory  investment,  in  short, 
the  disappointing  1962  performance  was  a  reflection  of  inadequate  de¬ 
mand — not  only  of  a  current  inadecjuacy  but  of  one  that  had  been  ac¬ 
cumulating  for  half  a  decade.  By  the  end  of  1962,  it  was  plain  that  busi¬ 
nessmen  had  become  conditioned  to  appraise  future  expansion  cautiously 
and  were  slow  to  extend  their  commitments  beyond  near-term  needs.  Busi¬ 
ness  investment  had  taken  on  a  character  that  was  likely — in  the  absence  of 
strong  expansionary  forces  elsewhere  in  the  economy — to  cause  the  econ¬ 
omy  to  stabilize  at  less-than-full  employment  levels  more  or  less  indefinitely. 

I  Plainly,  a  decisive  upward  adjustment  in  the  economy’s  underlying  expan- 


669333  O — 6: 


2 


17 


sionan'  forces  was  needed,  and  it  is  this  the  President’s  1963  tax  program 
is  designed  to  supply. 

FISCAL  POLICY 

As  remarked  alrt‘ad\.  the  President's  budiret  for  the  hscal  vear  1%3 
expected  continuation  of  the  stronc:  tide  of  recoverx  that  had  marked  the 
last  3  quarters  of  1961.  Fiscal  policy  was  desipned  to  supfiort  hut  not  to 
spur  the  economy’s  expansion  The  .\dministration  was  resolved  to  avoid 
repeating  the  premature  and  abrupt  swinp  of  1939  toward  restrictive  budpe- 
tar\-  policy.  .\t  that  time,  the  budect  on  a  nation  .1  accounts  basis  movod 
from  a  deheif  of  $1 1  billion  annual  rate''  in  the  third  quarter  of  19.38  to  a 
surplus  of  S8  billion  6  quarters  Liter.  Federal  outlays  rose  only  $1  billion 
while  revenues  rosp  .‘*;20  billion,  refh'i  tinp  improved  corporate  profits,  the 
continuinp  prowth  of  personal  incomes,  and  hiplier  tax  rates  for  social  insur¬ 
ance.  Between  the  calendar  years  1939  and  1960.  the  estimated  budect 
surplus  that  would  occur  at  4  percent  unemployment  rose  from  $6  billion  to 
over  $13  billion.  Durinp  1961.  the  first  vear  of  this  .Administration,  this 
implicit  surplus  was  rediu cd  to  about  88  billion.  Fhe  budpet  presented  Last 
Januarx’  envisioned  little  furtlu'r  chancre  in  this  surplus. 

•Actual  revenues  were  expecti'd  ts'  incri-ase  rapidlv  as  pro6ts  and  em¬ 
ployment  improved  in  1062.  and  Federal  receipts  and  expenditiirrs 
in  the  administrative  budpi't  wriv  expected  to  be  almost  exactly  b.d.mced 
in  fiscal  1963.  The  fiscal  1963  Budeet  Mt  scicre  noted  explicitly  th.it  .i 
debcit  would  appropriately  oi  i  ur  if  the  exjiansion  fell  below  I'xpectations 
3Vhen  this  happened,  the  autom.itic  shortfall  in  ie\enues  helped  to  cu-hior. 
the  burden  of  taxes  on  private  demand. 

Two  important  chanees  in  taxation  were  initiated  in  1962  to  help  to  stim¬ 
ulate  the  investment  needed  for  sustained  expansion  and  lonper-run  pnnvth 
On  July  11.  the  Treasury  Oepartinent  issurd  re\iscd  puidelines  for  dr- 
termininp  depreciation  schedules  for  tax  fnirpo>es.  'Fheir  effect  u.is  to 
increase,  in  some  cases  substantially,  the  r.ite  at  which  busitiess  firms  car. 
write  off  plant  and  equipment,  thus  redticincr  corporate  profits  tax  liabilitic' 
In  addition,  the  new  procedures  pemiit  management  creater  flexibilitv  ir. 
detenninins:  depreciation  charees  and  allow  more  fully  for  jirospei  tivf 
obsolescence.  .As  a  further  encouracement  to  investment.  Conc^ress  in 
October  enacted  an  investment  tax  i  redit  as  part  of  the  .Administration- 
supported  Revenue  .Act  of  1962.  This  credit  permits  corporations  to  de¬ 
duct  from  their  tax  liabilities  a  part  of  the  cost  of  newlv  acquired  eijiiip- 
ment.  Taken  totjether.  these  two  chantres  increase  the  flow  of  intern.al 
funds  by  over  $2  billion  a  vi'ar  .ind  strenetben  incenti\es  to  invest  In  an 
estimated  20  percent  increase  in  the  profitability  of  elitiible  new  investment 
in  plant  and  equipment.  These  two  measures  are  desc  rihed  in  uiok'  det.ail 
in  .Appendix  .A. 
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*  The  Puhlir  Works  A( cf'Irratif'O  A(  t  of  p  ■'  fn  thf  ( 'ormo-ss  ir. 

September,  authorized  the  I'residc'tu  tfi  irKiULur,'!*  -.I’liir  uoik^  juoirr.uns 
in  areas  of  persistt'nt  and  substantial  tint  niph  s  ii  i  n;  .md  un.derernplc.Mnent. 

1  The  Administration  moved  ra[)idl\  in  (an.  'U’  '].is  pi ■  which  per- 

!  mits  aeeeleiation  of  uoik  on  T( dcra!  piojrt  t'  a-  'i  as  m.aits  for  State  and 
;  local  {trojerts.  i  See  Ai)p''ndi\  A  ' 

I  Durintr  tin*  late  sprint;  and  summ'i  a^  tie'  i  wdoun  tenet  '  i.  c(>n(ern 
ij  about  impenditip  rec  i  s.sion.  th'-  Administratimi  i  onNid'Tfd  ran  tuilv  the  need 
for  stronc;(*r  fiscal  measures,  IK  the  middle  >'f  August,  tlte  'Aidim  c  pointed 
L  to  continued  expansion  thtoufh  l''(VJ  In  his  Atu.'U'i  ‘1  address,  the 


President  re\ie\seil  tin  economit  situation  and  discusscci  hn  decision  to  ask 
the  (anit;iess  to  enact  •  ompichensive  tax  o  due  tion  .ind  relonn  leeislalion  in 
to  meet  our  h.isu  lomtet-term  iiei  d'  hut  not  li-  ..sk  S  a  tax  leduc  tion  in 
1962  on  an  emergency  basis. 


MOM' r.XRY  .\Nn  ni  HT  M  \N  \(',l  MI  Nt  eoiicais; 


Ini' 


.  til  nee 
-apital 
i  •,i\  ivamts. 
ve  worked 

u  alt  rate  s 


Monetarx  pc’tlic  v  has  remained  faxotai'ie  to  ei  o:  omit  ex[)ansion  Hur- 
;nt;  1962.  most  interest  rates  on  lotut-term  tinanci’..,  fell  beloa  tlieir  levels 
at  the  ticMigli  of  tilt'  recession  in  Tebiu.ii',  i  'ol  (  hart  4  .  While  this  w,>s 
paita  a  [t.issive  lesult  ol  econc'inic  -1;  s  .md  o.cipitx  in  the  juice  lev.  ',  ;t 
also  lenc'cted  delihc'rate  efTcert  on  the  oait  o!  the  na'net.irv  a'ltl  •!  a  '  to 
maintain  adeejuate  Ii(|ui(lit\  .ind  f.e  k  ciedit  •.  oniliiions 

Monetary  and  cleht  mananein'  te  ...  ■;  ties  l.u  •  d  a  eontiia 
.nmaintaininu  such  endit  ecsndilio’i'  ■ .  I'i  tut  encouragin''  <ho 
"lovements  that  uould  hinder  iinp'ox'  i  i  nt  in  the  I  S  b.ikin. 

Since  mid-1%0.  monetaiA-  atid  d' lit  ni.i'i.c  leniriit  atohoiir 
■I'Ccthc'r  to  keep  short-term  intc  ri  st  i.ites  >e,i  fallin-;  on 
abroad. 

Federal  Reseix-e  open  market  e.pi  r.itious  i  ■  i.m  .!  '. 

First,  they  provided  the  basis  fm  -.ic[)osit  ex;;,,;. -ion  .is  ‘ 
the  h.inkine  system  reseivc's  .chsitjbed  bv  lUi  i|>  c  !ine  a  ihi 
the  rise*  in  cmrenc  x  in  c  irculation.  Sir  *he  Tedera!  Kese 
rash  rcsc'rve  r"(|uircments  against  s.i\ m-^s  md  tin  >•  dejtosits  from  .a  to  4 
[)crcent.  the  lesult  was  an  eflec  tixe  net  ir.i  lease  m  nserxc'  of  mc're  than 
?1  billion  during  the  vear. 

Second,  purchases  and  sah's  ext  1  .S  ( .o\ctnnH'nl  securities  were  ilesinned 
to  minimize  tlic*  downward  pressuics  ■  u  slietu-term  interest  rates  residtiim 
trom  monetarv  cx|).insioti.  while  c  ticmui .tginc  the  flow  of  long-term  funds 
and  keeping  downward  luc’ssnres  on  Ic'uig-U'im  r.iles  needed  for  domestic 
''covery  and  greawth  The  Tcderal  Rc'si  ive  .S\-t(  ni  continued  the  poliev. 
oegtin  in  Fehruarv  If<t>l.  oi  puic  hasing  longer-term  sc'curities.  although  on 
amore  moderate  scale*  in  l'.t()2  than  in  l*lbl.  Most  purchases,  on  balance, 
'■'ere  concentratc'd  in  the  1  vear  tange.  There  wc're  negligible  net  pur- 
hases  of  securities  with  maturii les  ol  unde  r  1  \eai. 


)  ■'  ohjectixes, 

1  .o  lestoiing  to 
‘  '.'olvl  stock  and 
I  ve  also  reduced 


CHART  4 


PERCENT 


Interest  Rates  in  Three  Postwar  Expansions 


MONTHS  AFTER  CYCLICAL  TROUGH 


SOURCES:  MOODY’S  INVESTORS  SERVICE,  FEDERAL  HOUSING  ADMINISTRATION  (FHA),  AND  BOARD  OF  GOVERNORS 
OF  THE  FEDERAL  RESERVE  SYSTEM 
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Tabi  F.  3. — Aft  funds  raiffd  hy  nonfinanci/il  hnrrowrrs,  1957-62 
IHilllons  of  dollars) 


f' 

f  Horrower 

19.S7 

19.'1H 

19S9 

1960 

19fit 

19fi2  > 

1  Total .  . 

32.  .S  1 

42.fi 

f>2.7 

.3fi.2 

4fi  .  3 

.■>8.3 

P  Ft'deral  Oovommont  > . . . 

-1.3  ! 

fi.  fi 

8.  7 

-2.2 

7.  4 

7.  4 

^  Kori'ifm  t>orrr>wprs . . 

It 

2.3 

.fi 

2.0 

2.  7 

1..S 

Private  domestic  nonflnancial  sectors  . 

32  4 

31  9 

43.  1 

3fi  .  3 

3fi.2 

49.  4 

fi.  H 

3.  1 

14.1 

110 

.S.8 

14  fi 

1  Consumer  credit . 

2.fi 

.  1 

fi.  1 

4  4 

1.4 

.S..S 

1  Hiuik  loans  > . 

2.3 

l.fi 

.Vfi 

2  9 

•2.3 

4.8 

1  t)ther  loans . 

1.9  . 

1  I 

2.4 

3.7 

2.2 

4  3 

1  S<‘curlties  and  mortRages . . 

2.S.  fi 

2fi.fi 

•29.  1 

2.'.,  3 

30.4 

34.8 

j'  .state  and  local  obligations . 

4  fi 

•S.  ,S 

4  7 

3.  7 

■S.  1 

•S.  4 

S.  H 

fi.n 

.1  4 

•S.  4 

7.0 

.S.2 

!  l  to-4  family  mortgages . 

H  ft 

to  1 

13  2 

10  4 

12.1 

1.S.2 

Other  mortgages . 

li. 

3..S 

.S.2 

.S.  fi 

.S.fi 

fi.  1 

9.  0 
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I  Preliminary  estimates  l>y  roiineil  of  P^conomie  Advist'rs. 

■  IncliKles  CrC-itaaranUsMl  loans. 

I  Bank  loans  not  el.s»‘where  cla-ssifled. 

N'oTF..— Detail  will  not  neees.sarily  add  to  totals  lieeau.se  of  roumlinK. 

Source.  Hoard  of  (lovernors  of  the  P'ederal  Reserve  SysHnn  (exci'pt  :is  not«“d). 

Meanwhile,  the  'I  rea-sury  expanded  its  cash  offerinp^s  of  securities  of  under 
!  1-year  maturity.  .‘\s  a  result  of  this  and  other  factors,  $1  billion  was  added 
I  to  the  public’s  holdings  of  short-term  securities.  At  the  same  time,  as 
:l  explained  in  Chapter  2,  the  Treasury  lengthened  the  average  maturity  of 
I  the  publicly  held  debt  by  .')  months,  largely  through  advance  refunding 
'  operations. 

I  Growth  in  private  demand  deposits  and  currency  was  $2.3  billion,  or  only 
5  V/i  percent.  But  the  increase  in  maximum  rates  payable  on  commercial 
bank  savings  and  time  deposits  under  Regulation  Q  led  to  a  $15  billion 
I  rise  in  these  deposits.  I'he  money  supply — currency  and  demand  deposits — 
fi  plus  savings  and  time  deposits  rose  by  about  7/2  percent,  somewhat  faster 

I  than  in  1961 . 

j| 

I  The  pattern  of  commercial  bank  credit  expansion  was  different  from  that 
i  of  1961  because  of  three  related  factors  which  affected  credit:  private  loan 
I  remand  grew  moderately  as  economic  activity  expanded;  expectations  for 
table  long-term  interest  rates  formed:  and  the  inflow  of  savings  and  time 
deposits  accelerated. 

As  a  result,  business  lending  was  the  highest  in  3  years,  and  banks  were 
1  major  factor  in  the  capital  markets.  Banks  added  record  amounts— over 
ill  19  billion — to  their  holdings  both  of  State  and  local  government  securities 
»nd  of  mortgages,  but  they  did  not  add  to  their  holdings  of  U.S.  Govern¬ 
ment  securities,  as  they  had  in  1961.  The  postwar  cyclical  pattern  of  inter- 
5t  rates  had  led  the  hnancial  community  to  expect  rising  long-term  interest 
lies  once  recovery  began  in  February  1961 .  This  expectation  helped  to  pre- 
}|  'tnt  long-term  interest  rates  from  moving  downward  in  the  early  months  of 
lltpansion.  But  as  monetary  ease  persisted,  and  inflationary  psychology 

!! 
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\Narn'il.  tlu'  p.ittfi:  ■  f  (  Npci  t.nii'p.N  hrokt'  ciiuvti.  ami  Icmlcis  ('tili'nal  Idii'.'i  i. 
term  t.'ii'i!  '’.f/'  MU'K'  am::i I'ssivf'lv.  1  lu'  .ilmmlaiit  How  ol 
tlirouuli  M  'O'  '  that  haid  in  thr  loiiu-tf-nii  capital  inaikctN.  and  tin 

'•nlwt..:i;  li  I'licr.iOfns  ot  ('(MnnuTcial  Itatiks.  htlpt-d  -nppott  a  new  iciord 
\oInnu-  o!  n.oi  ta  ic:*  nnanc  in!;,  while'  Statf  and  loc  al  uo\ (  i inncntal  ''ft  iiri- 
fu":  ll  ■  atioii'  inc'n'a'cd  somewhat  I  able 

N,  w  issue  s  of  coipoiatc'  secniities  tell  olT  sutistantialK  in  the  laif  o' 
mildest  rapna!  e\i)enditui»'s  ii'lali\e  to  the  lariie  internal  casli  How 


THK  1  I\1  -^1  \R  KICOKP 


Ihe  slowdown  of  w.e-  rooted  in  th'-  prolonued  saij  of  demand  below 

lapaeitv  that  has  eontiimed  siucr  l  lw  Iokcs  th.it  h.i\e  kejit  uc 

below  full  empl('>\ mmt  in  tin  pa't  siacimI  \eais  jvrsist  ( )ur  (hallrni:i' 
now  i«  to  cnereome  them. 

d  lie  l^^.aT  1)2  pet  iod  m.itc  hes  neither  om  own  recoid  of  pet  form. itior 
he'tween  1*^17  .ind  I^’iT.  nor  the  '.:.iins  .u  hieved  hv  othei  tiee  tuitions  m. 
(Chapter  I  .  The  annu.il  urowth  i.ites  of  output,  income,  .md  prodmti\it\ 
have. ill  run  .ihoiit  1  pen  entaee  point  lowci  in  the  most  teeent  peiiod  tli.tr, 
in  the  previous  decade,  .is  'Fable  4  show  s. 


"T  .SPI  F  4. — Chan^ff  in  output,  tnionif,  nmi  rmployrn^nt  in  tiro  postit  nr  prrioih 
(T’t'rpc'titapt'  ctianpt'  i»'r  yrurl 


Oross  national  pro.ltirt  'ON’I’i.  Amstint  prloi's . . 

t’nvatp  (>NI‘,  ponstanl  price's  s  .  .  . . 

Industrial  I'roiliictinn  . 

I)lsi>osntilo  [H'rsonal  income,  constant  iir:cc«. .  . 

Labor  force  •  . . . 

Kmployment  >  . .  . . 

(iN'P  per  capita,  constant  price's  . . 

Private  (INI*  fx'r  inan-hotir,  constant  t'rioes . 

Tlisposal'le  (le'rsonal  inroine  per  capita,  constant  prii'e's  . 


.1  u 

.3  ■ 

.1  y 

.3 

1  4 

3  3 

3  H 

3  1 

1  4 

I  1 

1  .3 

J  1 
.3  7 

1  . 

'.*  1 

1  3 

I  Pase<l  on  prellniinarv  estimati's  for  Itii'-J  by  Ooiin'  ll  of  K  -onornle  \  lvis*‘rs 

’  Total  yross  imliotial  prewliict  less  ceitiiin  nsation  of  cem  riil  (toe eminent  etnplocei's. 

•  Includes  urmi'd  force",  data  for  l'.»"’  adjusted  t  y  ('oiincil  of  Fesaiomic  AdviseTs  far  csoniiar;.!,:,  •'  " 

•lata  for  prees'ijms  year* 

Sources  1 'i  partiiienl  of  Coinnierce,  Hoard  of  Oovirtiors  of  the  Federal  Re.serve  System,  and  I'.  ;  •(•■ 
rnent  of  I,al>or  lexce'pt  as  noted'. 

In  the  past  .')  years,  the  economv  has  been  consistently  out  of  hal.iiue 
with  too  little  demand  to  match  our  supplv  capabilities.  In  the  first  p"'t- 
war  decade,  when  demands  were  consideiahlv  stifumer.  the  hal.inte  w.e 
frequently  tipfX'd  in  the  other  direction.  'Fhett'  are  sevei.il  le.isi'ii' 
whv  total  private  demand  -and  es[X'ci3lly  investmetit  demand  vc.is  ji.ir- 
ticularlv  strong  in  tht*  1947  .’)7  period  and  less  huo.ant  in  the  recent  peried 
We  betran  the  postwar  era  with  an  abundance  ol  litiuid  assets  and  a  di  arth 
of  physical  assets — plant  and  equipment,  inventories,  housintr.  and  cen- 
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sumrr  durnblcs.  As  a  ri'sult.  firms  and  lioustdiolds  were  oa^rr  sprndrrs  for 
goods  in  tlu‘  late  lOlO’s.  I'hrn  the  (“xpansionaiy  fiscal  actions  rcc|uircd  In' 
the  Korean  conflict  lieljx'd  to  underwiite  full  utilization  in  the  earlv  IbaO's. 
Aided  bv  a  tax  lediiction  in  19")f,  the  Nation  subse(|ui  iitl\  adjusted  readilv 
to  a  peacetime,  high-defense  environment.  Demand  for  capital  g(K)ds  and 
automobiles  sparked  a  brisk  advance  to\v.»rd  full  empU»yment  during  l‘^>.')'). 
Prices  rose  considerablv  in  1956  a7.  and  monetarv  and  fiscal  policies  were 
tightened. 

When  [)rices  stafiilized  and  output  began  to  fall  short  of  full  utilization, 
fiscal  and  monetan  [x>licv  continued  to  treat  excess  demand  as  the  prin¬ 
cipal  threat  to  our  economic  perfcu  inane c  l  .ix  leduc  tion  was  w  idelv  dis¬ 
cussed  in  1958  but  was  rejected  as  unnec e-ssars'  for  reversing  recession-  a 
correct  judgment  in  \ic*w  of  tbe  .\pril  upturn — and  .is  overlv  expansionan 
for  the  longer  run — a  judgment  that  now  ap[)ears  incorrei  t.  In  1*^59  60 
fiscal  and  monetaiT  policies  wen*  tightened  sh.irplv  in  n-sponse  to  what  was 
considered  a  lingering  inflationary  threat,  contributing  to  the  brief  dura¬ 
tion  and  weakness  of  the  H>58  60  exp.insiou  In  the  immc*diate  postw.ir 
yc'ars.  it  took  time*  for  polic  v  to  be  .uijustc'd  to  the  strength  of  the*  expan- 
sionarx'  forces:  later,  it  again  took  time*  to  recognize  that  these  forces  had 
largely  expended  themselves  In  the  current  expansion,  no  backlogs  of 
private  demand,  no  sums  of  exec'ss  lic|uiciitv.  no  unusual  IxhIv  of  deferred 
teclinic.d  changes  h.ive  been  piesent  to  push  the  economy  toward  full 
Pinploymc'nt.  .\nd  once*  unemployment  of  manpowc'r  and  machines  had 
persisted  for  nearly  5  years.  ex|x*i  tations  in  Wt62  were  colored  bv  tin* 
suspicion  that  underutilization  was  to  be*  the  normal  state  of  the  .\mc‘rican 
economy.  .Xs  a  result.  inadecpKite  demand  remains  the  clear  .mcl  present 
danger  to  an  improved  economic  performanc  e*.  The  m.inife*st.itions  an  I 
costs  of  this  imbaiaru  e*  are*  e*\  icl(*nt  in  a  re*\  ie'w  of  une'inplov  me'iit  and  produc¬ 
tion  in  the  1957  -62  period. 


j  RF.CORDOF  I'NR.M  PI.OYMKNT 

j  rne*mplovment  has  be*e*n  consistently  and  significantly  highc'i  since  1957 
V  than  it  w.is  in  e'arlie*i  jiostwar  ye*ars.  The*  unemployme*nt  rate  averaged 
jj  4.5  pe*rce*nt  of  the  e  i\  ili.in  labor  fon  e*  during  the*  dc*cade  which  ended  in 
1  1957.  and  (*xcee*de'd  4  |)(*rcent  significantly  only  during  recessions  and  c*arly 

1  phase's  of  recoyc*ry.  Since  thi*n.  une*n.ploymc*nt  has  ave-ragc  cl  6.0  perct*nt 
and  has  be*e*n  be*low*  5  j)e*rcent  for  only  1  i.ionth  in  the*  past  5  years,  bevth  the 
average  number  of  pe*rsons  unemployed  and  the*  average*  length  of  each 
spt'Il  of  une*mployme*nt  h.i\e*  rise*n.  h  rom  1918  tei  1957.  the*  average 
duration  of  uneniployme*nt  was  10.5  we*eks;  sine  e  the*n  it  has  be*en  14.3  w  i*(*ks 
The  comparability  of  the*  unemployment  data  for  the*  ye*ars  of  the  postwar 
era  has  n*ci*ntly  bt*en  re*affitnu*d  by  the*  Pre*sident's  (’.ommittee  to  .\p])raise 
Employment  and  Unemployment  Statistics. 


Tabie  5. — Vnfmployment  rates  for  experienced  wae.e  and  salary  workers,  hy  industry, 

1957,  1961,  and  m2 

(Pt'rwnt  '] 
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Total  experienced  wage  and  salary  workers. 
Nonagrlcultural  Industries . 


Mining,  forestry,  fisheries. 

Construction . 

Manufacturing . 


durable  goods . 

Nondiu'able  goods. 


Transportation  and  public  utilities. 

Wholesale  and  retail  trade . 

Finance,  insurance,  and  real  estate 

Service  Industries . 

Public  administration . 


4  5 

6.8 

5.5 

4  5 

6.7 

5  5 

6,3  1 

11.6 

'«.fi 

U.  8 

14  1  ' 

uo 

5.0 

7.7 

,5  • 

4  9 

8.  4  i 

,5 : 

5.3  1 

6.7  ' 

,5S 

3  1 

5  1 

i'i 

4  5  , 

7  2 

li.3 

l.H  ‘ 

3  3 

3  1 

,3  .4  ‘ 

4  9 

4  3 

2. 0 

2.7  i 

fl 

'  Percent  of  civilian  labor  force  In  each  group  who  wen*  unernploye  1 
Source;  Depart ment  of  Labor. 

As  shown  in  Tabic  5,  unemployment  has  risen  since  19r)7  among  wttrkcrs 
attached  to  services,  finance,  and  trade  — industries  where  employment  is 
at  or  near  record  levels- -as  well  as  among  workers  attached  to  manufac¬ 
turing,  mining,  construction,  and  transportation  and  public  utilities  — in¬ 
dustries  where  employment  remains  below  earlier  highs.  Similarly,  a< 
shown  in  table  6,  no  major  occupational  group  has  been  spared  higher 

Tabie  6, —  I  Unemployment  rates  by  occupation,  1957,  1961,  and  1962 
[Percent  '1 


Total  unemployed. 


Experienced  workers  . 

Professional,  technical,  and  kindred  workers. 


Medical  and  other  health  workers . 

Teachers,  except  college . 

Other  professional,  technical,  and  klmlred  workers. 


Farmers  and  farm  managers . 

.Managers,  officials,  and  proprietors  except  farm. 
Clerical  and  kindred  workers . 


.Stenographers,  typists,  and  secretaries. 


Sales  workers . 

Craftsmen,  foremen,  and  kindred  workers. 


Cari>enters . 

Construction  craftsmen,  except  carjtenters. 

.Mechanics  and  repairmen . 

.Metal  craftsmen,  except  mechanics . 

Other  craftsmen  and  kindred  workers . 

Foremen,  not  elsewhere  classified . 


Operatives  and  kindred  workers . 

Private  household  workers . 

Service  workers,  except  private  household. 

Farm  laborers  and  foremen . . 

Laborers,  except  farm  and  mine . . 


'  Percent  of  civilian  labor  force  in  each  category  who  were  unemployed. 
» .\verage  of  January,  .\prll,  July,  and  October  estimatt-s. 

.Source:  Department  of  Labor. 


4  3 

6.  7 

.5  (S 

.  n( 

3  9 

5.9 

4  » 

! 

12 

2.0 

1 : 

C2 

1.  4 

1  4 

14 

is 

.  7 

1.3 

I  3 

13 

2  5 

2  0 

w 

3 

l.O 

.  4 

1.  H 

3 

1  5 

Bt 

2.8 

4  6 

39 

\( 

2.3 

3.7 

3  4 

m 

2.6 

4  7 

4  1 

b\ 

3.8 

6.3 

5  1 

8.  1 

12  3 

9  4 

HI 

6.  4 

10.  7 

H  4 

Cl 

2.8 

4  7 

3  0 

2.6 

6.  2 

3  4 

i 

2  4 

3.4 

1.  7 

2.6 

2  0 

6.3 

9  6 

T.5 

1 

3.7 

5.9 

4  9 

5.  1 

7.  4 

lY  4 

3.7 

5.7 

4  3 

9.4 

14  5 

12  4 

! 

unt’inployment  rates  since  1957.  The  rise  has  afTected  professional  and 
»  technical  workers,  craftsmen,  clerks  and  sales  workers,  as  well  as  unskilled 
and  semiskilled  workers.  Higher  unemployiiu-nt  exists  even  among  skill 
categories  in  which  labor  is  still  assumed  to  be  in  short  supply.  For  instance, 
>  iinemjdoyment  rates  have  risen  among  mechanics  and  repairmen,  stenog¬ 
raphers,  clerks  and  typists,  and  teachers. 

I  The  statistics  given  al)o\-e  indicate  that  today  jobs  are  more  scarce  than 
J  skills.  Hut  the  skills  of  the  labor  force  must  continually  adjust  to  changes 
in  demand  and  technology,  and  thes«‘  adjustments  are  neither  easy  nor 
automatic. 

‘  The  incidence  of  high  unem|)loym«-nt  has  fallen  most  sharply  on  young 
persons  newly  entering  the  labor  market.  I  he  inade(|uate  rate  of  growth 
in  job  opportunities  has  resulted  in  n«‘w  entrants  encountering  special  dif- 
^  ficulty  in  finding  jobs  despite  their  better  educational  qualifications. 
Though  lacking  in  experic'iice  and  specific  skills,  young  entrants  to  the  labor 
force  are  better  educated  than  the  average  worker  and  significantly  better 
educated  than  olch'i  workers  retiring  from  the  labor  market.  T  his  has  re¬ 
sulted  in  an  increasing  proportion  of  younger  persons  entering  the  white 
collar  and  more  highly  skilled  occupations,  but  has  not  prevented  a  dramatic 
'  rise  in  the  unemployment  rate*  for  the  grou{)  as  a  whole. 

pAen  during  liighly  jirosperous  years,  there  is  an  imperfect  matching 
of  unfilled  jobs  with  unemj)loy<-d  labor.  T  echnological  change's,  shifting 
pattc'rns  of  demand,  and  the  relocation  of  industrv  are  continuously  dis¬ 
placing  workers.  New  skill  reciuirc'ments  arise,  and  old  ones  become  re¬ 
dundant.  As  a  result,  there*  are  always  unmannc'd  jobs  and  jobless  men. 
But  it  is  reasonably  certain  that  the  numbc'r  of  unfilled  job  vacancies  has 
(  not  risen  along  with  unemployment  these  past  .5  years.  T  he  L’nited  State's 
unfortiinate-ly  doe's  not  have*  a  comprehensive  statistical  series  on  job  va¬ 
cancy's  although  work  le'ading  te»  the-  exentual  institution  of  such  a  seric's 
is  being  receunme'nde'd  in  this  ye-ar’s  budget.  However,  the  index  of  help- 
wante'd  advertisements  compile'd  by  the  National  Industrial  Conference 
I  Board  a  partial  me'asure-  of  job  vacancie-s  indicatc's  a  substantially  smaller 
solurne  of  such  advertisements  in  1962  than  in  19.57  after  adjustment  is 
made  for  growth  of  the  labor  force.  Higher  unemployment  is  explained 
by  the  shortage  of  new  job  opportunitic's ;  the  matching  of  unfilled  jobs  and 
unemployed  workers  has  not  become  any  It'ss  efficient  in  recent  years,  though 
current  efforts  to  make  it  more  efficient  were  long  overdue. 

The  problems  of  structural  unemployment  -of  imperfect  adaptation  of 
lobs  and  workers  are  persistc'iit  and  sc'rious,  and  they  are  thrown  into  bold 
relief  by  the  prolongc'd  lack  of  sufficient  job  opportunities  over  the  past  5 
=  'ears.  But  these  problems  of  adaptation  have  not  constituted  a  greater 
cause  of  unemployment  in  recent  years  than  in  earlier  |)eriods.  The  source 
of  the  high  unemployment  rates  in  recent  years,  ev«'n  in  pericxls  of  cyclical 
expansion,  lies  not  in  labor  market  imbalance,  but  in  the  markets  for  goods 
and  services. 
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iroduction:  actlai.  and  potential 

While  ac^re^ate  output  rest*  by  ‘3  percent  a  v*-ai  from  1937  to  19t)2.  the  ? 
prcxluctive  capacity  of  the  economy  rose  even  faster.  A  txap  between  p(- 
tential  and  actual  output  began  to  emerge  in  the  late  stages  of  the  Ibj  l-.i!’ 
expansion  and  has  persisted  ever  since.  From  1938  through  19b2,  .i>  tiu,  ) 
fell  short  of  potential  by  more  than  6  percent  on  the  a\  c-rage. 

The  difference  between  unemployment  rate's  of  3.6  jjercent  and  4  peicer.: 
understates  the  loss  of  output  that  (xcurred  in  1982  Hipher  em[)lo\ men: 
in  a  slack  economy  brings  with  it  hiirher  man-h(Hir  producticity  thnnich 
more  efficient  use  of  manpower  and  machinerv.  In  additioti.  as  prodin  iio:,  | 
moves  at  a  faster  pace  the  total  number  of  hours  woiked  increases  taster 
than  employment  itself:  fully-emploved  wsukeis  find  tlu'iii'ebes  on  ever-  ! 
time,  and  the  substantial  numbc'r  of  imeduntarv  p.iit-tinu'  uorkeis  i;ieri 
than  2  million  in  1962  is  reduced.  Fin.illv.  the  a\  .lilabilitv  of  jobs  eiuour- 
ages  entry  into  the  labor  force  of  manv  who  had  not  .u  ti\eK  souiiht  uo^'^  ^ 
in  the  knowledge  that  tlu're  was  none  to  be  had.  The  1962  Repoit  I'l  tl.e 
C’.ouncil  discussed  the.se  aspects  of  the  unemplovnu'nt-output  rel.iiiotiship  ir  ' 
more  detail. 

\o  prc'cise  and  unvarying  lonnection  exists  between  highei  oiit])ut  .ira: 
reduced  unemployment.  The  relationship  depends  on  the  industiv  and  ) 
region  prodiuing  the  addt'd  output,  the  capital  available  for  ('x[)aiK]fc 
production,  the  existing  amount  of  on-the-job  underem[)lovment.  atui  tb  t 
skills  of  available  workers.  But  our  p<wtwar  experience  indicates  that  .: 
reduction  of  1  percentage  point  in  the  global  unemjilovment  rate  at  a:a  j 
moment  of  time  is  associated,  on  the  average,  w  ith  an  increas**  in  teal  f  A'P  j 
of  slightly  more  than  .3  percent.  Put  the  other  wav  around,  if  (iNP  wer  i 
3  percent  higher  than  it  is  now.  the  un('mplovm<‘nt  rate  would  be  ! 

mately  1  percentage  point  lower  i 

With  the  [)assage  ol  tiitie.  the  unemplovment  t.tte  will  remain  (oiet.ii'.  ' 
only  if  output  rises.  Because  the  labor  forac  glows  over  time,  loii't.uiiv 
in  the  unemployment  rate  means  a  rise  in  the  mimbei  of  emploveti  worker'  [ 
and  thus  requires  an  increase  in  total  output.  .Ami  becauso  output  ;)e: 
worker  also  tends  to  rise — with  advances  in  tedmologv.  inijiiov cun  ::  ) 

skills,  and  additions  of  new  capita!  e(|uipm<'nt  production  must  itu  u.i'  L 
faster  than  emplovment.  t 

In  the  post-Korean  period,  the  aggregate  output  assot  iated  with  | 

stant  unemployment  rate  has  grown  at  about  iWj  [rercent  a  \ea:  F'  j 
example,  in  1934.  1960.  and  again  in  1962.  unemplovment  avci.ur<  ci  ' ! 
percent  of  the  labor  force.  From  1934  to  1960.  the  annual  urowth  i.iti' I't  m 
output  was  3.2  pen  ent;  from  1960  to  1962.  it  was  3.6  perci'nt.  I 

('hart  3  shows  the  (Council's  estimate  of  potential  output  for  tliu  w'Jt'  i 
1933-62.  The  path  of  potential  is  represi'nti-d  by  a  3'^  pt'n cut  tiemi  1  ni  ! 
through  actual  output  in  mid-1933.  whii  h  is  t.iken  .is  a  period  ol  .ipiiu'S  -  | 
mately  full  use  of  resoun  es.  'Phis  smooth  curve  is  a  consistent  .ippuMir'.:-  i 
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tion  to  the  more  irresrnlar  path  traced  out  by  the  alternative  calculatior,  ^ 

using  unemployment  rates.  (I'his  is  suggested  bv  the  lower  pani'l  of  the  r; 

chart,  which  compares  changes  in  the  gap  betwetm  actual  and  potentij  £ 

(^NP  with  fluctuations  in  the  unem|)loynH'nt  rate.)  p 

The  chart  also  shows  actual  (^NP  and  the  disi  rcpaiu  y  between  ai  tia  ^  a 
and  potential  out|)ut.  Plu'  cumulative  ext  ess  of  potential  ovct  actual  on;.  {( 

put  in  the  period  1938  to  1982  t(Uals  $179  billion  (1982  prices)  oi  ncarh  ir 

$1,000  a  [)erson.  I'hc  ga|)  was  dramaticallv  redmed  during  early  st.ict''  ^  J 
of  the  two  expansions  of  lf>38-39  and  1981.  But  the  subsc(|uent  staucs  o:  ir 

each  expansion  failed  to  bring  actual  (INP  up  to  |Mncntial.  ' 

I  he  estimate  of  tlu'  gap  shown  in  tlu'  chait  is  consistent  also  with  thi' i 
c\  idence  on  the  utilization  of  imlustrial  capacity.  I  herc  are  statistical 
difficulties  in  any  attempt  to  measure  capacitv  and  utilization  rates,  and  the  P 
available  material  is  relatixely  narrow  in  co\crage.  Nevertheless,  it  pm-  ^  o 
vides  a  partial  check  on  calculations  based  jarimarily  on  unemployiiiem  P 

rates.  Since  1937,  the  average  of  a  cjuarterly  index  of  manufacturing  ca-  ^ 

pacity  utilization  compiled  at  the  Federal  Rt'sene  Board  has  been  3  percent  f< 

below  the  axerage  for  1917-37.  In  the  past  3  yeais.  tlu'  index  has  no:  I 

exceeded  its  1947-37  average.  .Xs  in  all  recent  years,  the  1982  operatine 
rate  left  room  for  considerable  expansion  of  output  and  employment  with-  |  al 
out  strain  on  existing  manufacturing  capacity.  P 

The  thinst  of  lecoveiy  during  tin*  past  2  vears  has  narrowed  the  g,ip  >  C- 
of  unrealized  potential  and  excess  industrial  capacity.  'Fhe  problem  remain-  F 
ing  is  to  create  an  economic  environment  in  which  the  expansionan  o' 
powers  of  the  private  economy  can  reinforce  each  other  in  a  movement 
toward  full  utilization.  Once  we  have  brought  our  actual  pcrfonnancf  o 
up  to  our  potential,  we  can  look  toward  a  more  rapid  grow  th  of  our  |)oter.- 
tial  as  well.  From  1947  to  1933,  GNP  in  constant  prices,  matching  the 
growth  of  potential  GNP.  rose  at  an  average  annual  rate  of  4.3  percent 
The  lower  V/i  percent  growth  rate  of  potential  in  recent  years  is  attributable 
to  our  failure  to  use  existing  capacity  fully,  thereby  blunting  the  incentives  ^ 
for  investment  and  innovations.  ^ 

y 

THE  LEVEL  .\ND  PATTERN  OF  DEMAND  ' 

Higher  rate's  of  unemployment,  slower  advances  in  output,  excess  indus¬ 
trial  capacity,  reduced  growth  of  incomes — these  features  of  our  econont' 
in  the  past  several  years  are  not  separate  phenomena.  Fhey  are  all  part  ot 
the  syndrome  of  persistently  sluggish  demand.  Total  expenditures  fot  j  ~ 
goods  and  services  have  be'en  insufficient  to  take  full  advantage  of  our  | 
capacity  to  produce,  to  keep  our  manpower  and  machines  fully  emploved 
and  to  support  the  rapid  growth  of  incomes  of  which  the  economv  is  J 
capable.  j 

The  relative  strength  or  weakness  of  the  major  categories  of  demand  has  ^ 
varied  during  the  period.  Fhus  Federal  purchases  of  goods  and  services  |  ^ 
in  constant  f  1962)  prices  declined  by  $4.6  billion  between  the  end  of  1938  ' 
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tni.uitjiiiu:  inrciitix cs  lo  iuM  st  .nc  i i  tli-i  tfil  in  the  i fLitii'iivtiip  Im-  ui,’  || 
rnipnr.itn  >.i\  in>;  .imi  in\ ('slincnt .  I’lolit.il'li'  .md  fxp.ituiim;  iii.iikrls  ;i 
husincsMiicn  tn  iiut-vt  innn'  than  tlu'ii  ’-ttoss  ictaiin'tl  faminus  I  In  t.,:  * 
thi'ir  pai tii  ip.ition  in  clnht  ami  tapiits  inaikcts.  l)nsni>  '-N  Imns  then  il  : i| 
personal  sa\  inns  inlc>  in'u  c.ipital  ntunls  ami  in\cntoi  les.  I  I...1 1  t>  sliowv  ti,  .-  I 
iroin  1947  to  1937.  nonfinam  ial  i orpoiations  i;cnt  r.ilK  iiiM  ^tiil  im  :  ' 

tln'ir  ow  n  nj dss  sa\ im.’ .  1  he  onl\  i’m  eptioiiN  in  that  per  kmI  ota  in  n  i!  .1  I 

recession  vears  ol  1949  anti  19.31  lUit,  simc  ll'a/,  the  lelatioiol  •  li 


heen  lexersed:  investinetit  hv  tiMpi 'rations  in  plant.  ei|nipinent  am!  .ui. 
tions  to  invi'iitories  has  not  kept  p.a  ■  with  lmoss  retaimil  e.nthties 
ptnate  investment  tell  consitlerahK  NlioTt  oi  coipoi.ite  s.uint,'  in  1 

19tSl.  ami  exceeded  sa\inn  h\  a  hare  n.ainin  in  19’i!*  .iml  1  [  •  ;  j 

vear.  1962,  was  the  lirst  in  the  piwtu.n  i  ia  uhi'ii  tcrpoi.iti  iintstinrut  !i 
short  of  corpor.ite  savintj  in  a  \eai  untinn<'d  h\  reiession  W  hile  itu  'in.  1^ 
pace  of  advance  in  the  eionoim  simc  l'*’)7  lias  Iteld  ilown  the  snpi  K 
internal  funds  to  nonfinancial  corporations,  tin  ir  incentiws  to  in\<  't  l:.i\ 
not  e\en  ke[)t  pace  with  the  o\er-all  a\ailahilit\  ot  intern. d  inml- 

Residential  construction  e\])emlitmes  .ire  so  \oi.itile  In'in  war  i  '  o-., 
that  a  clear  trend  is  haixl  to  discern.  The  i-ecotd  does  suituest  tli.it  tin  r.' 
iti  construction  activitv  slowed  after  tin-  Inst  postw.ir  ilei  .ule  1 1 'usins.  , 
activity  in  1961  62  surpassed  the  193.3  37  aserai’e  In  less  than  13  penn.;  j 
while  construction  in  1933-.37  represented  a  33  percent  eain  over  1!'!7  t-  | 
Expenditures  on  residential  lonstrm  tion  remained  the  same  percent.iC'  i'  ^ 
personal  disposable  income  (in  1962  prices  ,  6.0  percent,  durim;  !‘'3S  r.  j 
as  in  the  pre\  ious  decade.  In  view  of  the  lattje  hackloq  ol  housirin  dem.ir.  i 
in  the  earlier  (X'riod.  housing  acti\  itv  h.is  hehl  u[>  well. 

Consumption  1 

In  1947-49.  consumer  outlays  cleat Iv  exerted  an  irnportant  expansioti.in 
force  on  the  economy,  averap^ine;  more  than  93  percent  of  disposable  iruon;' 
over  the  3-year  interval.  Since  1930,  however,  the  fraction  of  dispos.ihli 
personal  income  spent  on  consirmers  yoods  and  serxices  has  tetiiaint’C 
between  92  and  94  percent  each  vear.  I'lie  fraction  has  varied  in  this  rane 
from  year  to  vear,  but  it  has  shown  no  clear  trend.  Consumers  experulitiiri' 
have  not  been  constrained  in  recent  vt'ars  by  any  unwillimtness  of  consumt':- 
to  spend  out  of  their  disposable  incomes. 

But  the  growth  of  consumption  has  slowed,  constrained  both  hv 
smaller  rise  in  personal  income  and  bv  the  high  and  increasing  bite  et  P'”- 
sonal  taxes.  .*\s  a  result  of  a  rising  ratio  of  personal  tax  collections  Ivetf  i 
Federal  and  State  and  local — to  jiersonal  income,  disposable  pi'rson.v  7 
income  as  a  fraction  of  personal  inconu'  has  declined  from  87. b  prior'  I 
in  1937  to  86.9  pi'rcent  in  1962.  I 

Since  1931,  the  proportion  of  disposable  income  1962  prices  '[X'ni  p 
on  durable  goods  has  shown  no  trend,  although  it  ranged  from  a  high  0:  !| 
13.6  percent  in  1933  to  a  low  of  11.3  {jercent  in  1938.  It  averaged  12  | 
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Gross  Saving  and  Capital  Expenditures 
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1  CONSTRUCTION  EUUIf>NeNT  AND  CHANGE  IN  INVENTORIES 

.  PROFITS  AFTER  TAX  ACCRUALS  AND  DIVIDENDS  PLUS  CAPITAL  CONSUMPTION  ALLOWANCES 
SOURCES  BOARD  OF  GOVERNORS  OF  THE  FEDERAL  RESERVE  SYSTEM  AND  COUNCIL  OF 
ECONOMIC  advisers 


|H'ri't'nt  iroiii  lpr)8  to  19(>2.  I'liis  stablr  pn^portion  gi\<'s  stroiii; 
of  the  loiitinuinu  dt'Uiand  for  iluial>l»’s.  AutonioMlo  sales  ha\«‘  sup- 
jKtrted  by  iiu  irasiiiji  replae»‘ineiit  dt'in.ind  .mil  llie  i;n>\vinm;  (<‘iulerji  v  o!  ^ 
families  to  own  more  than  oiu'  ear.  Kxpeiulitures  on  other  ilnrahles  liavf 
mown  pro|H»rtionallv  with  ineoines.  Sinee  IM’)?.  an  inereaseil  hut  stii; 
small — fraction  ol  househoUls  have'  ae(|uired  such  it«'ms  as  air  conditioners  ^  ^ 

dishwashei-s.  drNci-s,  and  free/ers.  j  ’ 

I'he  most  notable  chanpe  in  the  composition  of  consumption  in  the  I 
postwar  period  has  Ix-en  the  shift  awav  from  nondur.ihle  ijochIs  and  toward  ^  ' 

sor\ices.  From  1931  to  1962.  tin*  pro|H>rtion  of  ilisposahle  iiuotne  19tid  * 
prices)  spent  on  nondurahles  fell  from  13.8  to  12. percent,  while  tht  * 

fraction  spent  on  services  rose  from  f.9  to  !^8.3  peicent  * 

Conclusion  I 

>  I 

Total  demand  depends  on  the  strenj^th  of  expenditun's  in  the  several  j 

sectors  of  the  economy.  But  it  is  not  a  simple  sum  of  the  parts.  Kxcep-  , 

tional  strength  in  any  component  of  expi'iuliture  will  rais«'  employment  .and  j 
capiacity  utili/ation.  household  incomes  .md  business  profits,  consumption  ( 
and  investment,  spreading  its  expansion.uv  influence  throuphout  the  , 
economy,  d  hese  forces  can  sometimes  be  too  strong,  and  they  then  neixi  i 
to  be  restrained  bv  fiscal  and  monetary  policies.  ^ 

.•\t  other  times,  then*  may  be  no  exceptional  uj)w  ard  drive  in  the  eccMioim 
In  this  typt'  of  situation,  weakness  in  any  sector  is  difTused  throughout  the 
economy  unless  it  is  offset  bv  a  sufficiently  exjaansionary  fiscal  or  monetan  ' 
policy.  In  the  past  3  years,  total  demands  have  not  been  adetpiate  to 
promote  rapid  jjrowth  of  incomes.  C'onsumption  has  not  generated  the 
profitable  markets  needed  to  stinudate  investment ;  and  investnu-nt  sju'ml- 
ing  has  not  generated  the  incomes  needed  to  promote  strong  gains  in  con¬ 
sumption.  Even  though  the  capital  stock  has  grown  slowly,  so  has  total 
demand;  thus  the  economy  has  not  been  able  to  grow  into  its  unused 
capacity.  And  as  sluggisjmess  has  jxTsisted,  unfavorable  ex|XMiences  ha\e 
generated  unfavorable  expectations  and  cautious  planning,  reinforcing  the 
inadequacy  of  demand.  , 

Taking  the  past  2  years  by  themselves,  gains  in  employment,  iiuoines. 
and  output  have  been  substantial.  Fiscal  and  monetary  policies  have  sup¬ 
ported  recovery  from  the  recession.  However,  despite  this  encouraginc 
progress  it  is  now  apparent  that  demands  originating  in  the  private  econoim 
are  insufficient  by  themselves  to  carry  us  to  full  employment.  Now  here 
are  there  visible  spontaneous  forces  of  sufficient  strength  to  put  an  end  to 
the  period  of  slow  growth.  But  there  is  a  way:  through  tax  reduction:> 
and  reforms,  the  Federal  Government  can  relax  its  restraints  on  the  expan¬ 
sionary-  power  of  the  private  economy. 
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riic  Knt|)l<»yni<‘nt  .\t  t  of  l‘>l(i  rr(|iiiics  (‘stiiiiatcs  of  “current  and  foresee¬ 
able  trends  in  tlu‘  levels  ol  eniploynient,  prodiu  tion,  and  |)urrliasini;  power.” 
This  is  .1  wise  ,ind  (onsttuc  tive  niand.ite.  I'lie  plans  and  |)oli<  ies  of  fjotfi 
(lovcrnment  and  business  .ire  forw.iiil-lookini;:  tfiey  influence  tfie  future; 
they  must  test  however  iine.isilv  on  expei  t.itions  ;d)out  tfie  future. 

for  some  purposes,  the  lorei  .ists  upon  vv  hii  lepuhliv  policies  are  based  need 
not  he  numi’iic.illv  pie<  ise  A-  .1  juslilu  .ition  for  an  e\|).insionarv  tax  reduc¬ 
tion  in  l!l<)!5.  Ii'i  ex.miple.  it  is  l•noueh  to  know  that,  lac  king  su(  h  a  cut,  th<' 
prospei  I  for  ld<)!f  .md  lievond  is  lor  sulist.inti.d  shoitfalls  of  (iemand  frelow 
lap.icitv.  ( >n  the  other  h.uul.  tfie  need,  lor  hudi;etarv  purposes,  to  make 
lairlv  exat  t  projia  tions  of  I’eiler.d  leveimes  re(|uiies  the  rel.itively  precise 
kind  ol  lorec.ist  n.mielv,  th.it  (INI*  will  amount  to  billion,  plus  or 

minus  $’)  billion  (ont. lined  in  this  ve.ir’s  Huduet  Messatje.  'fhis  estimate 
implies  moder.ite  i^.iins  in  eni|)lovment,  produc  tion,  .ind  purchasini'  |M>vver 
throui»hout  with  exp.insion  hei^innini;  to  aiceler.ite  later  in  the  year 

in  response  to  the  I’lesident's  t.ix  proi;r.im.  I  he  .iver.ine  <|uatterly  Rain  in 
(i.NI*  (lurinR  the  ionise  of  the  ye.ir  would  lie  about  the  same  as  in  M>62 
nearly  billion. 

The  projection  for  1963  emerRcs  from  a  survey  of  prospi'cts  for  the  major 
l  atcRorii-s  of  public  ami  jirivate  spendiiiR. 


OOVKRNMKNT  I'l  RCIIASKS  OF  OOODS  .\NI)  SF.RVICKS 

The  budRct  estimates  for  the  fiscal  years  1963  and  1964  indicate  that 
Federal  purchases,  relfi'ctiiiR  increases  iti  defense  and  space  activities,  should 
continue  to  rise,  reachiriR  in  the  calendar  year  1963  an  averaRC  $4  billion 
hiijhi'r  than  in  calendar  1962.  State  and  local  pun  bases  are  e.xpected  to 
continue  risiiiR  at  the  same  pace  as  in  n'cent  years,  adding  another  $4 
billion  increase  in  total  sjK'ndiiiR. 


RESIUK.NTIAI.  CONSTRI  CTIO.N 

.\lthouRh  down  a  bit  from  the  preceding  cjuarter,  activity  in  housing 
remained  strong  at  the  year-end;  November  starts  and  pc'nnits  were  above 
the  1962  average.  Basic  demand,  supply,  and  financial  conditions  should 
be  as  favorable  in  1963  as  they  were  in  1962.  In  the  past,  housing  has 
usually  declined  considerably  before  a  downturn  in  over-all  activity,  at  least 
partly  in  response  to  monetary  tightness.  Ease  in  mortgage  markets  is 
expected  to  continue  in  1963,  reinforcing  the  pros[x*cts  for  sustained  strength 
in  rc'sidential  construction.  The  best  estimate  is  that  nonfarm  housing 
starts  and  residential  construction  expenditures  will  hold  at  about  their 
1962  levels. 


33 

•imi.taa  o — 63- — 3 


lU  >IM  >s  I  ixrn  IN\I  >'IM1\I 


Busiii<‘vN  iii\  I'sinii-iit  ill  |)!.mi  .iiul  <(|iii|)nn-nt  (luiiii!'  is  t\|ir(ii,!  • 

UU'dcst  U.lltls  .lln'Vt  ||'\I  Is  Its  jlMC'IIss  is  (  st  i  1 1 1.1 1 1  ( I  HI  IIh  .  i/ 

»'f  the  li'llow  inii  I.H'ti'i  s : 

1  <  K  fi  -.ill  i.Ui  s  (>l  i'.i|(.i.  it\  utili/.iliiMi  impioM  iI  iii.ii  l\i  ill\  ill  ’ 
ImiI  llic\  IcM'lrd  (»!!  wi-ll  sh,.||  nl  tnll  ulili/.itinii  (liiiim; 

I  Ill'll’  is  little  piDsjiei  t  I'l  .111  impi i>\ eiin  nt  in  npei.itiii'.’  i.i: 
the  tie. 11  tutme. 

2  I  he  le.iiK  .i\ .iil.ihihtv  I'l  I iiiiils  \\  ill  I  I  ml iimi  ti  1  l.i\ I'l  iii\es|i; • 

in  In  hoth  .mil  l'•f>L^  einss  ii'ipm.ite  s.i\ni'  x 

I  eedetl  1 1  >1  pin  .ite  in\  i  s|  1 1 1(  nl .  Isn  i  til  t.i\  .id  | list n lent s  .ne  .n ; 
Inithei  111  hiisiness  lii|nidil\.  And  the  inipii>\ed  st.iti-  nt  r ■ 
ni.iikets  .itid  the  ii'tilinned  i-.isr  .>t  Imtid  tti.itkets  will  l.n  r 
extei  11, il  tin. nil  ini:. 

V  New  nideis  Im  ni.n  hineiA  .md  l•l|lnpml•nI  ini|ini\i  d  ini'dr!  i'-' 
in  the  se  (ind  h.lll  nl  l‘*()2  .\s  the  \e,ir  I  till'  d.  ni'W  Hide!'  ,  ■ 

tinned  to  point  np\s.iid 

1.  I  lie  NoMtnhei  (  n'lnmei  I  r-S|".( '  -Mi\i  \  o|  in\  I- tnii'iit  pl.e 
the  111  st  (|n.n  tef  of  I ‘*ti  i  i;.i\ i  pn//hni’  t esnils  Mstini.ited  •  v 
itllM's  toi  the  l.lst  h.lll  ot  I'tti'd  W'  le  liwisril  npw.llll  h\  h;.  ■  V'- 

men;  \et  their  pl.ms  pointed,  to  .i  di  i  litn-  in  onll.ixs  in  il  >  • 
(jiiai  tei  ot  I  ‘Kvh  I  v  pii  .iIK .  n|)w  .11  il  t  e\  nii  ms  i  if  pl.ms  ,i  t  e  .i.  't:,- 

pained  hv  i  ontiniied  n.mis  in  siii  i  eediti';  i|n.u  lets.  not  tin  ti  o  i- 
Pii\.itel\  eondiii  ted  sni\e\s  Im  the  \e.ir  I'ltil  ,is  a  wholr  n;'.'" 
iiuestinent  pl.ms  evi  eediri','  l‘*t)2  Ie\i  !sh\  a  sin. ill  ni.iii'in 
F.\idetue  is  .11 1  iminl.itine  th.it  the  new  di  piei  i.ition  l’iivI.  '  ■ 

.md  the  in  \  estnient  t.i\  i  ledit  will  h.i\  e  .i  sin  ni  In  .ml  inllin  i  .  ■  i 
in\  esf nil  nt  del  isions.  Ai  iotiline  to  itidnstr\  s<mn  es.  the  jil.iiiin  i! 
investment  ot  the  steel  indnstiA  h.ts  hern  snhst.mti.ilK  inio.o'ii 
nndei  the  stiniuliis  ol  these  nie.isines.  .md  now  shows  a  tii"kii* 
rise  over  l*l<)2. 

Taken  toi^ether.  these  considei .itions  suppm  t  tin-  estim.ite  ol  .1  sm.ill  .r.u- 
to-\ear  increase  in  capit.il  outl.ns, 

CHANOl.  I.V  Iir.siM  SS  IN\1  NTORII  .S 

Husinessinen  are  likeK  to  .idd  to  their  stocks  in  I‘t6:h  l  .-eix  m  n  -potisi 
to  inoder.ite  increases  in  hnal  s.iles  of  uoods,  Hnt  tlie  expei  ted  eiowtli  d 
sales  is  unlikelv  to  pusli  i.ifs  ol  iineiitoiA  a<  ('uninl.ition  above  the  S  ^  hilliei 
average  for  1962.  I rn  eiitoiA -s.iles  ratios  h.i\e,  on  the  whole,  rem.nin  d  .1! 
conservative  levels.  The  st.ihilitv  of  these  ratios  sntinests  th.it  hnsine"nii  11 
view-  their  current  stiK'k-s.iles  relationships  .is  .ippropi i.ite  .md  are  not  likea 
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t>>  .till  I  tlii'iii  M'liilh  .ml  l\  in  I'llin  I  diirtiion  in  tlir  mmillis  .iln  .id.  lint 
.iin  'I'.iil'  di  ]>.iilnii-  lii'iii  r\|H  (  ii  tl  |i.iUi  ins  nt  Ini.d  s.tirs  would  l>f  ni.n'in- 
licd  in  1  111''  lii'-’liK  V  ol.it ill  -  (  oi n| loi K  ill  ot  (  I  \  1’ 

11  Rsi  'N  \  l  I  o  \  -.1  M  !•  1  loN  I  \l'l  Nin  M  Kl  > 

(  OHM  n  nr  I  oi  ll  l.l  \  S  .1 1  r  I'X]  H't  t(  1 1  to  I  out  mill'  to  .ll  ISOI  1 1  .iliolil  *•  I  I  »’H  rut  ol 
dis[>os.il>lc  |iiiNon.d  nil  on n  ni  1  "ii  k  'm  i  \  n  i  s  .nr  likr|\  to  i  l.inn  .i  sli'diiK 
nil  I'M  SI 'll  1 1 .11  I  Ion  ol  nil  onus,  with  tlir  sh.ii  r  di  \  otnl  to  'oihIs  dn  litiitii'.  .i 
hit  I'.iiK  s.di  s  ol  1 'III  i-moili  1  .intoinolnli  s  ponit  to  .niotliri  '.'ood  \r.it  lot 
i.ir  '.ll'  ".  I'lit  nil  ii-.iscs  in  thr  ''.ih  s  i.itc  .n  lin  vi  d  in  the  List  i|ii.iiti'i  ot  l'i|)2 
.111“  ntiliki  K 

I  )!s| los.ihlr  nil  oiiii-  Is  I  VI M'l  ti  ll  to  m ow  .it  .i  sli'dit I\  l.istn  i .itr  t li.in  (  i N  I’ 
in  l''n  W  Ini'-  tin-  nn  n  .isr  m  |t.i\  toll  t.i\i-s  dli  i  ti\(“  |.mn.ii\  1 .  I'Mi  >.  will 
n-t.iid  die  I  isr  in  dispos.ifilr  nn  onn-.  tin-  |)ios[)ii  ts  Im  i  onsnnn  t  |inii  li.iMtiL' 

I  If  n\r  I  .III-  inm  ll  nn|  n  o\  i  d  In  tin  Pm-shIi  nt  s  i  n  oninntid.il  loti  tm  ,i  ninlM-.u 
ill"])  in  ill'-  w  itlilioliini"  i.iti-  loi  nn!i\nli,.d  niionn-  t.ixrs 

'I  M  \i  \K^ 

In  |ionitini;  to  tin-  likelihood  ol  lontitined  e\|Mnsion.  thi''  ie\ii  w  ol  tin 
iiKii'T  sri  tois  ol  detn.ind  n  '.^i .It it\ iim :  iti  pointitti;  to  eotititmed  iinder- 
iitili/.ition.  it  is  I  h.dleiitdni; 

( ioiitinnrd  cxp.iiision  in  I'lhi  would  M  \eise  the  app.iietit  postw.ii  tieiul 
tow. ltd  shoitei  i'\p.ui'«ions  .mil  more  lte(|nent  leicssions  }U  M.inh 
the  I  in tetit  e\p.ln^iotl  will  li.ue  tn.iti  In  d  the  1‘>")H  1)11  up'>witm  itl  dnt.itinti. 
If  it  i  ontitines  thtoiiL’hout  the  present  iei  <nei\  will  h.i\  e  l.isted  U 

iiionths.  iie.itU  eiin.dim:  the  ri-inonlh  dnt.ition  of  the  Ih'il  ')7  exp.msion, 
llie  likelihood  of  sni  h  sU't. lined  exp.msiini  will  he  ini  re.ised  h\  prompt 
'ii.n  tment  ol  the  President's  rei  omniendation  tiir  tax  letlnctioti  it.  l**h  ’. 

I  lie  estimated  (iNP  tor  ?  is  P  pen  ent  .ihove  till'  le\el  of  lPfi2  in 
'Urierit  [iriees.  W  ith  .m  itiiie.ise  of  this  maunitnde.  real  (iNP  would  not 
(li.iiii;e  siynitii  .mth  iel.iti\  e  to  the  ei  ononn  s  jiotetitial  Neithei  the  a\et- 
■lee  ntietnploMiient  t.ite  nm'  exi  ess  indnsttial  i  .ip.icitN  iti  PVi  i  l  oulcl  he 
'-xpeeted  to  dei  line  .ippteei.ihK  .  .\p.iit  from  the  effects  of  ledined  taxes. 
re.Tl  disposahle  income  jicr  lapit.i  .md  corpoi.ite  |irolits  lonld  '.:tow  slow  I\ 
■It  best  Phi'  piospects  lot  P*h  i  teflect  the  s.ime  itisuMicieiu  \  ot  di'tnatid 
that  h.is  slowed  out  itrowth  itt  the  p.ist  sexcnil  \e.us  New  imesttiient  will 
'till  he  inhihited  h\  mu  lei  utili'/.ition  of  t  xistitm  c.ipit.tl.  (  ionsumei  sjiendiri'.^ 
will  still  he  held  down  until  the  t.ix  redui  timis  take  ellect  h\  a  hurden- 
wiiiie  t.ix  s\siem.  With  th.it  dr.iin  of  purch.isinir  powei.  the  .u'hiexement  ol 
full  einplovtnent  wciiild  n'liuiie  .1  level  of  |»ii\.ite  inxesttnent  th.it  experience 
siiiri.:ests  will  not  he  lorthcomitu: 

I  Inis,  the  piospects  foi  the  futme  join  with  the  lacts  ol  the  piesent  and 
the  record  of  the  past  ')  vears  in  j>osinp  .i  challentxe  for  economic  policy 
Rut  the  same  record  p.ist.  present,  and  pros|n'(  ti\ i*  furnishes  valuahle 


guidance  on  how  to  respond  to  the  challenge.  It  suggests  that  invest¬ 
ment  will  be  brisk  when  consumer  spending  provides  the  stimulus  of  profit¬ 
able  markets;  that  consumers’  living  standards  can  advance  rapidly  when 
business  firms  have  strong  incentives  to  expand  employment;  that  eapa(it\ 
will  grow  rapidly  when  existing  capacity  is  put  to  full  and  productive  use; 
that  a  business  firm  can  gear  its  plans  to  sustained  prosperity  when  it  enjoys 
buoyant  markets;  that  there  is  latent  strength  of  private  demand  which 
can  be  activated  when  tax  reduction  relaxes  the  restraints  of  fiscal  ]>olicv. 
riie  President's  proposals  for  tax  legislation  in  196!l  are  fashion<-d  to  respond 
to  the  realities  of  the  economic  ;ecord.  I  Ikw  are  designed  to  write  a  far 
brighter  record  in  the  years  ahead.  \s  the  proposed  tax  i  hangs's  take  effect 
and  release  the  forc  e  erf  stronger  private  demands,  we  c  an  exjrec  t  our  gains 
to  accelerate  markt'dly.  I  he  moderate  advance  projected  for  1%!1  should 
be  the  forerunner  of  sharplv  faster  advances  thereafter.  I'nder  the  stimulus 
of  tax  reduction  and  reform,  the  years  ahead  promise  to  w  i  ite  a  new  chapter 
of  full  prosperity  and  rapid  grow  th  in  our  economic  history. 
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Chapter  2 

Domestic  Economic  Policy  for  the  Mid-1960’s 

THK  PKOCiRKSS  of  tlu'  Aiiicrit  an  ftoiioiiiy  in  19H1  and  1962,  and  the 
fiuth<T  advance  expected  in  196!C  liave  been  disc  ussed  in  Chapter  1. 
The  record  is  one  of  steady  uains  in  outi)ut,  progress  toward  balance 
in  our  international  accounts,  maintenance-  ot  rc-asonable  price  stability, 
and  a  stc-adv  rise-  in  inconic-s  whic  b  althoui»h  moderate*  in  money  terms— 
translates  almost  c-ntirelv  into  liiulu-r  liv  inir  standards.  T  hese  are  achieve¬ 
ments  which  we  all  welcome*. 

But  this  ic*coid  is  not  irood  c*nouiih.  Since*  19')7.  progre-ss  in  creatinti; 
new  jobs,  absorbinij  idle  capae  itv.  and  ae  hie*\  in<r  a  satisfac  tory  rate*  of 
iirowth  has  not  measured  uj)  to  our  c*ailie*i  postwar  pc*rforinance;  neither 
has  our  competitive  position  in  the  world  improve*d  sufficiently  to  solve 
our  balance  of  payments  problc'tn.  Our  e-conomy  has  not  met  the  stand¬ 
ards  rit;htly  expc-e  tc'd  of  it  by  the*  Ame*iican  pe*ople*.  Given  elTective  public 
and  private  action  to  make  full  use*  of  our  human  anil  physical  resources, 
our  e*conomy  could  readily  be*  prod ue  ini;  at  a  rate  $30-4(1  billion  higher 
than  it  is.  Given  e-lTective  {xrlicies,  as  discussed  in  Chapter  4,  our  balance 
of  pavinents  problem  can  be*  solv(*d. 

Our  review  shows  that  progri*ss  is  not  like*ly  to  be  interrupted  in  the 
near  future  by  a  recession  of  the  type  e*xpe*rie*nce*d  in  1949,  1953,  1937.  and 
1960.  rims  we  do  not  now  face  a  cyclical  emergency  compelling  im¬ 
mediate  action.  But  the  record  doe-s  disclose  that,  for  more  than  5 
ye'ars,  the  U.S.  economy  has  lae  ked  the  buoyancy  and  vigor  which  spell  full 
employment  and  rapid  growth.  T  he*  unemplovment  rate  since  mid- 1957 
has  averag(*d  6  percent.  Exce-ss  manufae  turing  capae  itv  has  averaged  5 
percentage*  peiints  higher  than  in  the  prect*ding  decade.  The  rt'sult  has 
been  smaller  advances  in  total  payrolls  and  profits,  and  lower  levels  of 
investment  and  consumption,  than  we  are  willing  to,  or  need  to,  accept. 

I  nemployment  and  excess  caj)acity  also  take  their  toll  bv  slowing  down 
our  long-run  growth.  T'ht*y  we'aken  the  vital  incentive  to  expand  capacity 
and  to  innovate.  Thev  hold  manv  of  our  resourct*s — ('specially  our  human 
resourc('s  in  inferior  us('s.  .*\nd  th(*y  often  generate  resistance  to  mecha¬ 
nization  and  supi-rior  t('chnology. 

flu*  need  for  early  action  lies,  then,  not  in  imminent  recession  but  in 
continued  waste  of  manpower  and  machines,  and  in  thwarted  opportunities 
for  more  rapid  growth.  .Any  program  adequate  to  the  task  will  take  time 
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to  ciiai  t  and  t«'  hn  oiin'  lulls  cilia  ti\c.  Two  rci  cssions  and  two  inconi|ili  ti 
K'coM'iics  in  the  p.ot  ti\r  scats  heat'  witness  that  then-  is  ample  (ausi  |,. 
action  and  no  cause  lot  ilelas  . 

I  ISCAI.  IMiIlCV  |()R  11  II  1  \l  IM  (  )^M  I  XT  AND  (iRONS  111 

rite  pace  ot  e\pansion  loiesia-n  in  htisiuess.  c>>nsuuier,  atul  tioserni 
expectatiotis  piiMiitses  no  cass  n  solution  o|  out  |)t<ihlcm.  ittdei d.  the 
pectise  jtaieol  expatisiott  iti  l''t)l  ptottiises  little  il  atis  teditctiott  ot  uti'  i:  ■ 
jtlostttent.  little  il  atts  n.itiowitis;  <'|  the  eaphetSMcu  ai  tual  atid  pi'tc'  ;,;l 
output.  I’ositise  aitioti  to  insfoiate  the  e.  otiotits  is  ii  (|uited  tn  ii  \  i- 
tlie  fccotd  I't  the  past  ’>  sears  and  hrittu  output,  etnplos  ttietit .  and  iti>  :■ 
up  to  their  potential 

.\c(  ordiitels .  the  Ptcsidetit  is  i ei  omttieiidiit"  .t  ttiajot  po'vt.itti  <>1  ■ 
t eduction  and  tax  reform  to  expand  ptisate  ptitchasitt'j^  posset  .tnd  t' 
streti'jthen  jtris.iie  ittientises  a  |)to<jr.itti  sshiih  ssill  thus  .ittai  k  the  p>.,|w 
'ettt  ot  idle  nieii  and  ttiachines  at  it'  soune  atai  ptoside  ness  sie'>t  ti*  :!■ 
forces  for  expansion  ol  the  f  '.S.  economs'.  1 1  is  the  kes-  itistrutttent  of  pe.’ia 
lot  m'-etiiiL’  otu  t  e'ponsihilitiev  Idt  hieh  emplos  ttu-ut  attd  l.tstet  ecot 
eff'ssth  it!  the  ttiid-lhtM'’s 

lU-  retlui  it!!_'  taxes,  stimulatinv  i  ost-i  iittini:  inse'tttiem.  strengthenin'  i:,- 
'  ''ittise^,  and  jtt onie.tinq  .i  ttioie  efhi  iem  .dlot  ation  of  productise  resoiU'  ■ 
ftalanred  tax  pt'  ":r,itti  senev  to  losser  unit  i  osts  It  theiehs  lass  a  hie-’ 
li'uml.tlioi;  lor  (. oi. tinned  prii  e  s*.ihiliis  .md  an  irnpiosed  I'S  compet  ' 
situation  in  ssorld  markets 

This  chafttei  ssill  I’xamine  the  emplos metit  and  qtossth  ohjectises  ssl  ii'n 
(onftoiit  tax  aial  other  -c'>:.oua,  iiclus  this  sear',  surnm.ui/e  the  u." 
el>  itietits  of  the  propiwaS  lot  t.tx  r- dtii  tioii.  i-xamiiie  the  proi  ess  lis  S’.l  'il. 
tax  M’S  isioti  <aftiei  ates  hi-’lier  les  eh  o;  «  eoiiomi,  .u  '  is  its .  i  ottsidn  n.o;;- 
and  debt  inan.u'eu'i  iit  polu  ii  s  a!ipi‘>pti.ite  toi  i  oinpleinetitine  tl.-  ’  o, 
chanqes  ssliile  aimine  .it  m’ernatic'na!  eijtiilib’ lum.  .ti.d  lesiess  brii  Ms  ■  ■  ■ 
polii  ies  for  I’l  onomii  expansion 

e.nsi  s  or  iii(;ii  isi  ft  ossi  i- n  i  sxn  i  s  -  ’  i  orossiii 
.Veer/  for  nuo r  jef)^ 

I  odas-’s  unem|)los metit .  excessisi  .ts  it  is.  piosidi  '  -ads  a  partial  lu’  e 
of  the  emplfrsmerit  ptohlem  louliomin'.  U'  the  problem  that  '..is>-  .  ' 
most  diamatii  sinqle  index  ol  the  lu  esl  Mm  tax  ai  tioti  I  he  lue.isuu  ■ 
])rohlem  ctm  he  illustrated  hs  the  numtiei  .it  m  ss  jobs  di.it  ssou.  ’  b.  m 
to  leduce  unen)|)los inent  to  1  pen  eut  b\  the  e>id  of  llitib  1  his  ;  •  • 

c;m  he  disided  into  tour  parts: 

I.  Ifie  jobs  needed  to  leihue  u  tietilplos  met  .t  aiiionq  the  pt 
labor  force  Iroru  'it)  peicerit  esen  to  Id  penent;  i.l  milli'  ! 


2.  I  li<‘  iifcdrd  t(i  niipltiv  the  addt'tl  workers  ulio  would  be 

di.iuti  into  oi  di.iwii  l);u  k  into  tile  Libor  nuiiki  t  bv  'tionu 
eni])l<>\  inent  o[)|>ortnnities  [)eIha|)^  HDll.OlIlt  within  .i  \eai  .i 
l.ii  L''i  nut  nix  I  .IS  nni'nipL  w  ment  i  em. lined  .it  1  pen  ent. 

.  1  he  lobs  needed  to  emplo\  tile  nomi.il  .innu.ii  ini  le.ise  in  the 

i.iborlone;  m  lliti.h  .in  estiin.ite<l  1.2niillion. 
k  I  he  jotw  needed  1(1  .liisoil)  tile  woiki  n  rele.isetl  tioni  their  present 
eniploMiient  l)\  nie(  hani/.ition.  b\  tec  hnolorni  .d  advance,  by  iin- 
pro\ed  oiLMiii/.ition  .md  ni.in.ieetneiit,  in  .i  woid.  liy  risintr  pto- 
diii  tl\  it\  |ol)s  ieijiiiie(i  niereK  to  “hold  oiii  own"  rathei  tli.in  to 
.liisoil)  tod.n's  uneiii|)lo\ed  OI  toinoirow's  new  eiiti.ints  into  the 
LliiOI  Ion  e. 

I  l.i  loilith  (.iteeoiN  lepieseilts  the  M  pl.ii  eineiit  lolis  needed,  tile  otiiei 
tii;  ■  tot. dine  i  1  niiiiloii.  tiie  e\ti.i  jotis  needetl.  to  .u  iiieve  the  i  percent 
]i;e!;  plo\  mi  nt  level  li\  till  end  o|  I'lti.  kai'iii'j  tlie  tot.il  nanilx  i  ol  jolis 
hv  '  i  million  would  n  |iieseiit  .in  irun  ase  in  eniplov inent  ol  i  7  percent 
tmir  I  >e(  eint'ei  i''n2  to  1  ka  einix  r  I '*0 i  \i  eedint:  tie-  i.iteot  iiu  re.ise  (oi 
,ir.\  post  w  .11  \  e.ll  e\i  ept  t  lie  I  x  min  V  e.il  I  '*'l  'l  .Xiul  to  sUJlpK  .  net,  V  1  rtlillioM 
e  ;  ’  lulls,  woidci  nuirie  (  n  .itiii'.’  .in  even  l.irt'ei  nunilierol  tii:<  jolw 

111  !'*n ; 

(  ■  ‘  •  I '!  u  >i t  r’l !  '  f!.i  >: 

I  iieinplovn.ent  is  an  iinpoit.int  iiuie\  oi  einnoniii  sLu  k  and  lost  output, 
hut  it  IS  mm  li  more  til. in  tli.it  1  oi  tlie  miernploved  person,  it  is  often  .1 
li.im.iemtr  .ili'roiit  to  lium.in  dmnitv  .md  'oinetinies  .i  i  .it.isti ophic  lilow 
t"  l.iinilv  lite.  Noi  is  tliis  cost  distriluited  in  |)io[)ortion  to  aliilitv  to  be.ir 
1;  l.ill'  most  ln-.iviK  on  tlie  Muine.  tlie  semiskilled  and  unskilled,  tlie 
.Vutio.  the  older  woikei.  .md  the  nndei eniplo\ed  person  in  .1  low  income- 
rur.t!  .lie. I  who  is  denied  the  option  ot  si ,  urine  iiioie  rew.iidinu  uiban 
ciiiplov mi  nt.  I'.spei  i.ilK  seiimis  is  the  disi  oui .ittement.  disillusicin,  .md 
tiitteiness  eenei.ited  .iinoiie  \o  uie  people,  enteiiiu;  the  labor  in.irket  for 
'.he  hist  time,  when  the  e.iinoniv  le.tves  them  without  opportunities  ot 
fuidiiiL'  emplov  inent. 

Ihc  i  0111  eiiti  .ited  irii  idem  e  ol  unem|)lo\  ment  .inioiie  spc-c  ific  tiroups  in 
the  jxipii!.it;on  me. ms  l.ii  i;i(  .itei  i  osts  to.  soi  iet\  tli.in  call  be  ini-asured 
'iinpK  in  lionis  ot  in\ olnnt.irv  idleness  ot  dc'll.ii s  of  im  ()n,e  lost,  riie  extra 
Costs  include  disrnplioti  of  the  c.ireeis  of  vonnti  [leople.  incre.isc'd  juvenile 
di-liiii|iien(  V,  .mil  pet  jx  tu.ition  ot  eondiiiotis  wliii  h  breed  r.u  i.d  disciiinin.i- 
tioii  in  emplovinent  .md  otherwise  denv  eijualitv  ol  opportunitv. 

Iheie  is  .itiothei  .md  inoie  subtle  c  ost  I  he  'Oi  i.il  and  economic 
'tr.ims  ol  pioloiioed  iindei  ntili/.ition  in  .ite  strom;  iiressures  for  cost- 
iticre.isint;  solutions,  I  he  loneer  the  economic  sl.ic  k  i  cmtinues.  the-  more- 
ditlii  nil  It  is  to  resist  the  c  tloits  o|  Us  vie  tinis  to  claim,  otten  iiuite  pl.iusiblv. 
pios'ieiiiv  inc  omes  out  ol  nndei i  .iji.ic  itv  output.  ( )n  the  side  of  l.iboi . 
pmloiioed  hiizh  imemplovnu  nt  le.uls  to  'slmre-ttie-work"  piessures  tor 


shorter  hours,  intensifies  resistance  to  teclinolopical  change  and  to  rational¬ 
ization  of  work  rules,  ami,  in  general,  increases  incentives  for  restrictive  ) 
and  inefficient  measures  to  ])rotect  existing  johs.  On  the  side  of  business, 
the  weakness  of  markets  leads  to  attempts  to  raise  prices  to  cover  high 
average  overhead  costs  and  to  pressures  for  protex  tion  against  foreign  and  [ 
domestic  competition.  On  the  side  of  agri»  ulture.  higher  prices  are  ne(  es-  \ 
sar\'  to  achieve  income  objectives  when  urban  and  industrial  demand  for  | 
foods  and  fibers  is  d('|)ressed  and  lack  of  opportunities  for  jobs  and  higher  = 
incomes  in  industry  keep  pwple  on  the  faiin.  In  all  these  cases,  the  prob-  t 
letns  are  real  and  the  claims  understandable.  Hut  the  solutions  suggested  | 
raise  costs  and  promote  inefficiency.  Hy  no  means  the  U'ast  of  the  advantaucs  I 
of  full  utilization  will  be  a  diminution  of  these  pressures.  Thev  will  be  I 
weaker,  and  they  can  be  more  firmly  resisted  in  good  ronsr  ir-nc e.  when  mar-  f 
kets  are  generally  strong  and  job  opportirnities  ar  e  plentifirl.  * 

Drmanfi  and  t  tn ploymrnt 

The  denrand  for  labor  is  derived  from  the  demand  for  the  goods  and  [ 
services  which  labor  participates  in  producing.  I  hits.  itnem|)loyment  will  r 
be  reduced  to  4  percent  of  the  labor  forcr*  onlv  when  the  demand  for  the  i 
myriad  of  goods  and  ser\  ices  automobiles,  clothing,  food,  haircuts,  electric  I 
generators,  highways,  and  so  on — is  sufficiently  great  in  total  to  retpiirc 
the  productive  efforts  of  %  percent  of  the  civilian  labor  force.  j 

Although  many  goods  are  initially  produc(*d  as  materials  or  cornporient.s  -- 
to  meet  demands  related  to  the  further  jrroduction  of  other  goods,  all  goods 
(and  services)  are  ultirnatelv  cb'stined  to  satisfy  demands  that  can.  for  ji 
convenience,  he  classified  into  foitr  (  atr'gories;  consumer  demand.  busines<  | 
demand  for  new  plants  and  machinery  and  for  additions  to  inventories,  net  | 
export  demand  of  foreign  bityers,  and  demand  of  government  units.  Fed¬ 
eral,  .State,  and  local.  Fhus  gross  national  product  (GNPf.  our  total  | 
output,  is  the  sum  of  four  major  components  of  exjx'nditure :  personal  con-  | 
sumption  expenditures,  gross  private  domestic  investrurmt,  net  exjrorts.  and  | 
government  purchases  of  goods  and  sr  n  ices. 

The  prirnarx’  line  of  attack  on  the  problem  of  irnernployment  must  be 
through  measures  which  will  exjrand  on»'  or  more  of  these  com|x>nents  of  Ji 

demand.  As  vvill  be  explairu'd  more  fullv  below,  the  tax  redirction  pro-  | 

gram  being  proposed  for  enactment  in  1963  will  reduce  unemployment  I* 

by  increasing  the  consumption  and  investment  components  of  demand,  thus  | 

raising  production  and  creating  new  jobs.  | 

Full  employment,  however  defined,  is  a  moving  target.  The  G.\P 
needed  to  achieve  full  employment  is  also  a  moving  target;  indeed,  it  moves  | 

faster  than  the  employment  target,  l  ire  GXP  target  rises  from  year  to  | 

year  not  only  because  the  labor  force  increases  but  also  lx*cause  output  per  s 

worker  grows  each  year,  as  new  technology  is  introduced,  as  workers  are  | 

better  educated  and  trained,  and  because  capital  investment  provides  each  ‘i 

worker  with  more  as  well  as  better  tools  and  machinerv  with  which  to  work.  j, 

i 
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,  As  an  illustration  of  those  relationships,  based  on  average  experience  in 
nal-  jhp  past,  (INP  in  1962  prices  must  grow  by  about  3/2  percent  a  year,  or 
)  nearly  $20  billion  in  1963,  merely  to  keep  the  average  unemployment  rate 
at  the  1962  level.  To  have  the  unemployment  rate  fall  by  1  percentage 
point  in  the  course  of  a  year,  GNP  in  constant  prices  would  have  to  grow 
I  by  an  additional  3  percent,  or  a  total  of  about  6/2  percent.  For  the 

‘  >  unemployment  rate  to  be  reduced  from  5.6  percent  to  4  percent  within 

for  I  one  year  would  rcciuin'  an  8  to  9  percent  increase  in  ONP  at  constant 

:  prices. 

f’h-  Once  a  satisfactory  level  of  em|)loyment  has  Ix'en  achieved  in  a  growing 

'*'‘d  5  economy,  economic  stability  r»-(juires  the  maintenance  of  a  continuing 
•''-'f'*'  balance  betweem  growing  productive  capacity  and  growing  demand. 

I'*'  s  .Action  to  expand  demand  is  called  for  not  only  when  demand  actually 

i  declines  and  a  recession  appears  but  even  when  the  rate  of  growth  of 

?  demand  falls  short  of  the  rate  of  growth  of  capacity. 
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Structural  aspects  of  unemployment 

.Mthough  increased  demand  must  be  the  major  line  of  attack  on  unem¬ 
ployment,  other  measures  are  ne»-ded  as  well.  Some  workers  are  unem¬ 
ployed  because  they  are  not  properly  trained.  Some  are  unemployed  be¬ 
cause  they  are  geographically  separated  from  the  places  where  jobs  arc 
opening  up  and  they  are  unaware  of  the  existence  of  such  opportunities. 
.\s  a  result  of  insufficient  geographic  and  cxcupational  mobility,  bottle¬ 
necks  and  shortages  of  particular  types  of  labor  may  occur  as  job  oppor¬ 
tunities  expand  at  a  time  when  there  are  still  many  unemployed  workers. 

\  high  percentage  of  the  currently  unemployed  are  unskilled  and 
teenagers.  But  past  p'riods  of  expansion  have  demonstrated  industry’s 
capacity  for  employing  and  training  large  numbx-rs  of  persons  who  were 
considered  unemployable  in  times  of  slack.  If  the  total  demand  for  labor 
expands,  hiring  sjx'cihcations  may  be  made  less  rigid,  jobs  redesigned,  and 
on-the-job  training  programs  expanded.  Hut  past  exfx'rience  also  makes 
it  clear  that  to  facilitate  the  reduction  of  unemployment  to  minimum 
levels  without  undue  upward  j)ressure  on  wages  and  prices  calls  for  vigor¬ 
ous  government  measures  to  improve  the  mobility  and  skill  structure  of  the 
labor  force. 

Such  measures  as  the  Manpower  Development  and  Training  Act  of  1962 
and  the  “adjustment”  provisions  of  the  Trade  Expansion  Act  of  1962  (both 
of  which  are  outlined  in  .Appendix  A)  will  help  to  bring  employee  skills  into 
better  balance  with  employers'  job  recjuirements  and  to  improve  the  geo¬ 
graphic  balance  of  labor  supplv  and  demand.  These  measures  are  an 
integral  part  of  a  program  to  reduce  unemployment  to  a  minimum.  The 
policy  circle  will  be  closed  only  when  markets  for  goods  and  services  are 
strong  enough  to  create  new  jobs  for  the  retrained  and  relocated  workers. 
The  problems  of  structural  unemployment  and  the  key  role  of  labor  mar- 
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kot  policA  will  he  liiitlici  i1(a  rlopcd  in  the  tiisl  .mnnal  M.inpowf’r  R('|)nrt 
nf  the  I’lfsicicnt,  to  hr  i^MK'd  rai  K  tlii''  vr.ii . 

It  would  hr  wronr  to  think  ot  thr  piohlmi  ot  '-tun  tural  adaptation  n| 
our  inanpowrr  suppK  onl\  in  trims  ot  M'-adaptinr  pirsrnt  inmihris  ri|  the 
labor  tone  to  new  jolw.  Mm  h  of  the  mati  hinu  of  supplirs  ot  skills  with 
drinand  lor  thrin  must  takr  thr  torni  i>t  appropriati-  rduration  and  train- 
iiui  ot  ni‘w  entrants  into  thr  labor  foo  t  ,  'I  hr  intportatur  of  this  tai  tor 
hri'oincs  rradiK  appairnt  when  wr  i  onsidi-r  that  nrailv  onr-third  ot  al, 
workers  in  (uir  labor  force  in  1‘'70  will  ha\e  entriid  it  duiitir  the 
Bv  correctK’  anticipatintr  the  eionoin\'s  nerds  for  upeiadrd  kiK'wlriler  and 
skills,  ami  aiiniiiL’  our  rducation  and  trainim:  I'tlorts  to  inert  thrni.  \m’ 
I  an  steaililv  impro\  i  the  tit  ot  as  ailablr  inanpowei  to  a\ailable  jobs 

Success  in  a  combined  pi'litA  ot  'tieimtheniim  demand  and  adaptint;  man¬ 
power  supplies  to  (Aohintr  nei'ds  would  enable  us  to  aihiiAe  an  intriini 
objective  of  4  peiient  unemi)lo\  ment  and  pi  rmit  us  to  push  lievond  it  in  a 
settinti  ot  leasonable  piice  st.ibilit\  Bottlenecks  in  skilled  laboi,  middlc- 
le\el  man|)ower.  and  prolessi<tnal  peisomiel  tend  to  becmne  at  utt  a' 
unemploMiient  appioaches  1  pment.  I  he  result  is  to  irtaid  'aiouth  and 
mmerate  wa'jr-piiic  picssurrs  .it  p.iiticular  jioints  in  the  economv.  A'  wi 
widen  or  bre.ik  these  bottlriiei  ks  b\  intensified  .mil  flexible  edmation.il. 
li.iininc:.  and  retr.unint:  etioits,  our  emplosment  sights  will  steadilv  rise 

But  re.ichintx  .m  interim  u;o.il.  .t  w.iv-st.ition.  ot  1  pen  t-nt  would  bi  nc 
small  .ichii'vement  in  itself.  I  he  benefits  would  be  fell  bv  .ill.  but  p.ir- 
ticularlv  bv  those  who  lieai  the  brunt  (4  tod.iv’s  unemplovment  tin'  oiir 
in  eitjht  U'enacers.  the  one  in  eiuht  unskilled  workers,  tlie  om'  in  ninr 
Neuroes.  Howecer.  an  unemi)lo\ment  i.ite  ot  I  |)erienl  is  .m  un.K  ( ept.ihlr 
taiijet.  I  herefore.  we  must  exp.ind  the  \.irious  proyr.uns  th.it  would  .i"i't 
us  in  pushinii  bi'low  it. 

77/(  th  ohji  ctirr 

Ecoiiomic  policies  for  Ibb4  louple  pursuit  of  emi)lo\ment  ol)jecti\es  with 
stinuil.ition  ot  more  rapid  ('conomic  qrowth  I’.S.  urowth  has  been  l.it'tritm 
From  19.).")  to  19b2.  the  economv’s  potenti.il  crew  at  an  estim.ited  .innual 
rate  ot  peicent.  nearlv  a  pen cntace  point  lower  than  its  crowth  latc 
from  RM7  to  Hh*)").  .Xrtual  output  er(A\  (\en  more  slowlv.  .iser.icinc  2/ 
percent  a  year  in  the  19.')')  62  period.  'F  his  performance  falls  sFu'i't  ot  out 
as[)irations.  lioth  as  stated  b\  the  I’r<-sident  and  as  tr.inslated  into  our  'hare 
of  tlie  ( fi'canization  for  Fa  onomic  ( iooper.ition  and  1  )e\  I'lopment  coininit- 
ment  to  a  .aO-percent  ciowtFi  tartiet  for  thi’  U*6l)’s  'for  tlie  20  memFv'i  na¬ 
tions  .IS  a  croup  .  F  heso  aspirations  can  F)e  realized  onlv  F)v  stejipinc  i>P 
our  crow  th  rate  to  4  [lercent  and  Fievond  as  we  move  throucFi  tFie  decade 

(4ur  (ommitment  for  tlie  pursuit  of  [lolicies  for  faster  crowth  is  not 
onlv  to  our  allies  in  the  .Atlantic  communits  :  it  is  first  ot  all  to  ouisi  Ives. 
Mon'  rapid  f'conomic  cnow  th  raises  livinc  stand. irds.  enli.inces  job  oppi'i- 
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tunitif''.  and  permits  s.itist.ii  tion  ol  m.niv  needs  now  f)evnn(i  oiii  re.u  li  in 
short,  it  inipi<)\es  the  (ni.dit\  o|  our  lives.  lint  it  does  more.  It  htiilds  a 
broadei  h.ise  lor  tioo  woiUI  leadeislii|).  not  onlv  in  easing  the  hiudens  ol 
deleiise  and  loreiun  aid  hut.  mote  iinpoi  taut,  in  demoristi atim:  the  continued 
capai  itv  ol  a  tree  maiket  economv  to  expand  jirodiu  tion,  improve  distribu¬ 
tion.  .md  iru  lease  w ell-hein^. 

Fuller  utilization  of  ('xistini^  resoun cs  provides  the  primarv  spur  to 
grovvtli;  indet'd.  it  is  a  vii  tual  preieijuisite  to  s|x  edict  urovvtli.  .\  tax  pro¬ 
gram  aimed  at  hit;h  employment  simultaneouslv  stimulates  growth  hv  1 
pushint;  puKluetion  itn  re.isinelv  tow.ird  hiithei  use  ol  plant  (.ipaiitv  and 
thereby  stimulatinix  new  investment  to  expand  tliat  eaparitv.  2  dravvini; 
more  woikers  into  the  labor  ft'ri c  .ind  uiteradini;  others  from  inferior  to 
superior  uses,  (!>)  de»  reasint;  tlie  lesistani  e  of  labor  and  man.ieement  to  tfie 
risks  of  teehnolotrieal  <  h;int;e.  and  eoi  respondinulv  iclaxini;  tfie  eiip  of 
restrictive  jtraetiies,  (4)  pnnidine  a  business  i  limate  which  tests  irieenuitv 
and  invitjorates  a  spirit  ol  boldnexs  and  innovation,  and  a  itn  re.isintj  the 
profitabilitv  of  business  inv  estment.  and  i^eneratiny  .in  enlartied  How  of  funds 
to  finance  sui  h  investment. 

More  direi  tlv.  .is  disi  ussrd  below,  the  I'Milf  t.ix  pioeram  will  piovide 
business  with  ijreater  incentives  and  tin.uu  i.il  .iliilitv  to  invest  in  new  i  .i[).u  - 
ity  and  new  products.  Incentives  to  risk-takine  and  to  liuman  effoit  will 
be  strengthened  by  risinu;  markets  for  cchkIs  and  services,  whicfi  incre.i,se 
the  How  of  profits,  and  bv  lower  t.ix  t.ites.  wfiii  h  im  re.ise  liusiness  profit.diil- 
ity  and  personal  disposable  im  oine  .\  iovverinti  and  restructurine:  of  income 
tax  rates  will  lx*  the  mtijor  stimulus  to  irrowth.  Hut  the  l‘*b;f  t.ix  protrr.un 
will  also  contrifiute  sienifieantlv  to  the  itiowth  objei  tive  bv  removimi  or 
redui  inc  tax  distortions  w  hii  h  interfere  w  ith  the  optimal  use  of  resoun  es. 
bax  reforms  to  promote  a  more  even-handed  treatment  of  income  from 
different  soun  es  w  ill  contribute  to  a  more  efficient  allocation  of  inv  estment 
and  manpower,  i.e.,  to  tjreater  output  per  unit  of  input. 

W  hile  the  proposed  196!^  tax  actions  are  central  to  a  {irouram  for  faster 
eiowth.  a  rounded  policy  embraces  manv  other  measures.  A  later  sei  tion 
of  this  chapter  deals  with  selected  additional  aspects  of  the  growth  program. 

STAX  t’ROORAM  FOR  THE  MlP-lOhn’.S 

The  Administration’s  1963  tax  program  will  lx-  jiresented  in  a  forthcom¬ 
ing  Presidential  messaue.  Its  major  outlines  are  sketched  heie  to  seiA'c  as 
the  basis  for  a  rev  iew  of  its  impact  on  total  demaiul  and  thus  on  production, 
income,  and  employment. 

In  the  first  stage,  bi'ginning  on  July  1.  196!?,  the  rate  reduetioiw  will  cut 
individual  liabilities  bv  .i  total  of  $6  billion  at  annual  rate.  For  wage- 
earnen,  most  of  this  cut  will  be  translated  immediatelv  into  greater  take- 
home  pay,  through  a  reduction  in  the  withholding  rate;  other  taxpayers 
"ill  realize  the  benefit  of  this  reduction  in  rates  bv  adjusting  their  quarterly 
•ax  payments;  some  will  receive  refunds  during  the  first  half  of  1964  for 
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overpayment  of  1963  tax  liabilities.  Further  reductions  will  occur  in  the 
rates  applicable  to  1964  !\nd  1963  incomes,  and  these  will  b('  ofTst't  only 
partially  bv  enlargements  of  the  tax  base. 

The  proposed  tiross  annual  reduction  in  indi\  idual  and  coipoiate  incenne 
tax  liabilities,  ocuirinc:  in  three  stapes,  is  estimated  at  $13/j  billion,  based 
on  current  levels  of  income.  Most  of  this  uross  reduction  $1 1  billion — h 
in  individual  income  tax  liabilities.  The  proposed  hnal  rate  structure  will 
range  from  14  to  63  percent.  contrast('d  with  the  present  range  of  20  to  91 
percent.  The  largest  part  of  the  total  reduction  will  be  nxeived  bv  the 
lower  and  middle  income  groups  of  taxpayers. 

The  corporate  prohts  tax  rate  will  he  reduc«'d  in  stag(‘s  from  the  cur¬ 
rent  32  percent  to  47  percent.  This  represents  a  reduction  in  corpr^rate 
tax  liabilities  of  about  %2Vi  billion  annuallv  at  current  levels  of  profits.  Pay¬ 
ment  of  corfx^rate  income  taxes  will,  however,  be  placed  on  a  more  ni'arK 
current  basis,  adding  about  $P4  billion  annuallv  to  administrativi-  budeet 
revenues  for  the  next  several  years. 

In  addition  to  the  tax  rate  reductions  described  abo\e.  the  program  in¬ 
corporates  structural  changes — offsetting  ab<nit  $3’/.j  billion  of  the  rate  re¬ 
duction — designed  to  improve  the  equity  of  the  tax  system  and  to  encourage 
greater  efficiency  in  the  use  of  resources.  The  present  income  tax  sv'^teni 
contains  numerous  provisions  that  allow  special  treatment  for  income  de¬ 
rived  from  particular  sources,  for  expenses  incurred  in  certain  wavs,  for 
capital  gains  that  are  sometimes  thinly  disguised  transformations  of  cur¬ 
rent  income.  Such  exceptions  have  a  number  of  consequences:  fP  they 
provide  a  strong  element  of  “horizontal”  inequity,  taxing  differentlv  persons 
in  essentially  similar  income  positions;  f2'  they  complicate  enonnouslv  the 
task-  -for  the  taxpayer  and  the  Government-  of  ascertaining  any  individ¬ 
ual’s  liability,  and  they  divert  energies  from  productive  activities  to  tax 
avoidance  and  enforcement;  '^3''  because  some  forms  of  production  receiye 
preferential  tax  treatment,  resources  are  allocated  to  the  production  of 
certain  goods  at  the  expense  of  others  whose  value  to  the  economy  is  greater: 
and  '^4')  because  they  reduce  the  tax  base,  the  exceptions  compel  higher 
rates  on  incomes  that  remain  subject  to  tax,  compounding  the  inequitv 
and  resulting  in  rates  that  may  interfere  with  incentives  to  work,  to  assume 
risks,  and  to  invest. 

To  eliminate  in  a  single  step  all  forms  of  unjustihable  special  treatment 
is  not  feasible.  But  the  President’s  program  will  make  decisive  progress 
in  this  direction. 

Much,  though  not  by  any  means  all,  of  the  income  that  currently 
escapes  full  taxation  is  received  by  persons  who  are,  or  would  be,  in  the 
higher  income  tax  brackets,  paying  rates  on  marginal  income  ranging  up  to 
91  percent.  The  very  height  of  these  rates  is,  of  course,  partly  the  rea.son 


for  the  exceptions;  taxpayers  looking  for  ways  to  escape  rates  which  seem 
oppressive  have  sought  special  treatment,  and  have  often  obtained  sym¬ 
pathetic  response.  Those  high  rates,  where  paid,  undoubtedly  have  a 
damjK'ning  effect  on  incentives  to  invest  and  take  risks;-  and  they  impair 
the  ability  to  accumulate  investment  funds.  Since  a  higher  rate  of  invest-, 
inent  of  risk  capital  is  essential  to  a  higher  rate  of  growth,  it  is  appropriate 
to  reduce  significantly  the  highest  income  tax  rates  at  the  same  time  that  a 
more  comprehensive  tax  ba.se  is  provided.  For  these  rea.sons,  the  Presi¬ 
dent  is  recommending  a  top  marginal  rate  of  65  percent  on  taxable  income, 
together  with  measures  to  deal  with  tax  preferences  that  pull  resources 
avvav  from  their  most  efficient  uses. 


TAX  RKVI.SION  :  IMl'ACT  ON  OfTIM  T  AND  K.M  I'LOV.M  KNT 

Tax  reduction  will  directly  increase  the  disposable  income  and  purchasing 
power  of  consumers  and  business,  strengthen  incentives  and  expectations, 
and  raise  the  net  returns  on  new  capital  investment.  This  will  lead  to 
initial  increases  in  private  consumption  and  investment  expenditures. 
I'hese  increases  in  spending  will  set  off  a  cumulative  expansion,  generating 
further  increases  in  consumption  and  inxestment  spending  and  a  general 
rise  in  production,  income,  and  emjiloyment.  I'his  process  is  discussed 
in  some  detail  in  this  section.  Fax  reduction  may  also  have  financial  ef¬ 
fects  associated  with  the  increased  budget  deficit  that  it  will  initially  pro¬ 
duce.  Since  these  effects—  in  the  first  instance,  at  least — depend  on  the 
methods  used  to  finance  the  deficit,  they  are  left  for  discussion  in  a  later 
section  dealing  with  monetary  and  debt  management  policy. 

Initial  effects:  consumption 

Effects  on  disposable  income.  The  proposed  reduction  in  personal  in¬ 
come  tax  rates  will  directly  add  to  the  disposable  income  of  households. 
In  addition,  the  reduction  in  corporate  tax  rates  will  increase  the  after-tax 
profits  of  corporations  as  a  result  of  which  corjxirations  may  be  expected 
to  increa.se  their  dividend  payments.  'I'he  initial  direct  effect  on  the  dis¬ 
posable  income  of  households  resulting  from  the  entire  program  of  tax 
reductions  should  be  aj)proximatelv  -Sfi'/j  billion,  at  current  levels  of  income. 

Co  nsumer  response  to  increase  in  disposable  income.  The  ratio  of  total 
consumption  expenditures  to  total  personal  disposable  income  has  in  each 
recent  calendar  year  fallen  within  tin*  range  of  92  to  94  percent.  Although 
there  are  lags  and  irregularities  from  (piarter  to  quarter  or  even  year  to 
year,  the  change  in  personal  consumption  expenditures  has  in  the  past, 
after  a  few  quarters,  averaged  roughly  93  percent  of  any  change  in  per¬ 
sonal  disposable  income.  On  this  basis,  the  initial  addition  to  consumer 
expenditures  associated  with  tax  reductions  would  be  on  the  order  of 
$8  billion,  although  all  would  not  be  spent  at  once. 

Additions  to  after-tax  incomes  resulting  from  tax  reduction  arc  likely 
to  be  spent  in  the  same  way  as  other  additions  to  income.  The  largest 
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part  of  the  proposed  t.tx  ii'duc  tioii  will  he  reflet  ted  in  reduced  wiili- 
holdinp  of  taxes  from  wa^es  and  salaries,  and  tlierefon'  in  larger  wairr 
and  salary  cheeks;  thus,  it  will  he  indistinijuishahle  from  additional 
inctune  arisinu  fitim  waije  or  s.daiv  iiuie.iscs.  <4r(‘ater  employment,  or 
lonuer  hours  of  wt'ik.  SimilaiK.  pait  of  the  letlueed  eor])oi.it<’  t.ixes 
will  he  passed  alonii  to  stockholders  in  iiu  reased  di\id('nd  t  hei  ks.  Stot  k- 
holdt'ts  will  not  he  ahle  to  identify  the  strurtc  of  tht'ir  adtlition.d  diyidends 
lax  leduciion  doll.irs  eari\  no  idi  iitifyini]:  l.ilx'l.  .ind  there  is  no  kmsoii 
to  expect  let  ipients  to  tic. it  thetn  tliflVrentK  liom  other  tloll.iis. 

Recent  ('xjK-rient  e  w  ith  tax  lediii  tion  tlemonsti.ites  clearK  that  .ulditime 
to  dis|)t>s.ihl('  income  fiom  this  souice  .ire  spiuit  .is  completely  ,is  .in\  otliei 
.idditit>ns.  1  .ixes  weie  retlutcil  h\  .ihout  St  f  7  billion  on  .\I.iy  1.  RMK. 
letroactivc  to  j.inu.iiA  1.  with  resultinu  l.uue  refunds  in  mitl-ihlh.  .\<Min 
taxes  wt're  cut.  net.  Iiy  ahout  $6  hillion.  effet  tiye  J.inuary  1.  If*j4.  with 
further  cuts  latt'r  that  year.  I'ahle  H  shows  th.it  the  iicrcent.ioe  of  dis- 
posahle  income  spent  hy  consumets  remained  within  the  normal  ranee  of 
(|uarterly  fluctuation  durinu  the  pi'riods  folIowiiiLr  the  en.u  tment  of  each  of 
these  tax  reductions 
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It  is  sometimes  supgested  that  tax  reductions  which  add  onl\  .i  feu 
dollars  to  the  wiM'kly  pay  check  of  the  typical  worker  winild  do  little  gixxl 
eycn  if  the  money  was  spent,  siiu  e  the  air.ounts  iinoUed  would  not  he 
large  enough  to  permit  major  expenditures-  say  on  washing  machines  or 
automohiles.  Instead,  the  money  would  he  “frittered  away”  on  minor  ex- 
jrenditures  .ind  would  do  little  gmid  for  the  ei  onomy.  Hut  all  purchases 
lead  to  production  which  generates  incotne  and  provides  employment. 
Theodore,  the  purpose  of  tax  reduction  is  achieved  w  hen  the  jiroi  eeth 
are  spent  on  any  kind  of  goods  or  servii  es. 

Actually,  of  course,  tax  rediu  tion  which  expands  take-home  jiav  even 
hy  a  relatively  small  amount  each  week  or  month  may  induce  rei  ipients 
to  |)urchase  durahle  goods  or  houses  of  higher  quality,  since  the  im  teased 
income  would  permit  them  to  handle  latger  monthly  installment  payments. 
It  may  even  induce  a  rearrangement  of  expenditure  patterns  and  thus  hrinc 
ahout  purf  hases  of  durahle  goods  that  would  not  otherwise  he  made 
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Initial  inrrsttnt  nt 

Inv(‘stni(‘tit  is  a  more  solatilc  rlcinfiit  than  ( otisumptinn  in  na- 
tion.tl  cxpcrulitiuc  I  he  tiniini;  and  mai'nitiidc  ol  its  rcsponsr  to  t.i\ 
( liantjcs  is  less  pti'dic  table.  Hut  a  (  ut  in  tax  lates  on  husiin  ss  iin  oinc  will 
stimulate  spendint;  on  new  plants  and  new  nuu  hinerv  in  two  wa\s,  First, 
it  will  ‘tieniithen  investment  incentises  h\  imieasine  the  altei-tax  }Jif>tits 
that  husinessinen  <  an  expei  t  to  earn  on  ne\s  prodvu  tive  tai  ilities.  Sei  ond. 
it  will  add  to  the  suppN  of  internal  funds,  larye  part  of  which  is  not- 
m.illv  l«■in\ested  in  the  business  thoui’h  p.iit  ol  this  cHett  m.is  initialK 
he  olfset  h\  the  proposed  acceleration  ot  cc)t|M)r.ite  tax  pasnicuits 

Sint  e  the  larv’c'st  jrart  ot  husiricss  in\estrue-nt  is  made  h\  cor  por  atioris. 
the  pto|)osed  c  uts  in  the  corpc'iate  income  tax  aie  c-speuallv  sit'nitic  ant 
hut  itu c  stmc'nts  of  uninc orjxuatc-d  fiusiric  sses  will  also  he  c  tn  oui.u:c-d  h\ 
lilts  in  |x‘tsonal  ineoiia-  tax  lates.  espei  iallv  in  the  upper  hrac  ke's 

Two  inipor  tant  relorrns  aflei  tine  the  lax.iticui  ot  husmesv  inc  orne  desietied 
to  stirriul.ite  iinestment  in  plant  and  epuipmc  rit  wen-  put  into  eth  i  t  duririe 
1!<H2  the  n<-w  dc'pr ei  iation  euidelities  and  the  iruestment  tax  c  M  ciit  1  cir 
details  of  the  se  i  hanees.  see  .Xpirendix 

Kvidenc  i‘  to  date-  cleatlv  indic  ates  th.rt  these  measures  are  ahe  ach  stirn- 
ulatinc  sonic-  eapit.il  s[K-ndinc  that  would  not  othc-rwisi-  have  taken  plait. 
I  he  impact  of  the  I‘>ti2  actions  and  the  l‘*t)i  pro[X'sals  to  redui  i-  tax'-s  ori 
Inisinc'ss  will,  of  course,  ditfer  from  iorii[)anv  to  lornp.mv  and  industry  to 
industiA'.  dependim;  in  p.irt  on  the  adec|u.u  \  ot  tin  it  internal  funds  and 
thc-ir  lesc'ls  of  cajiai  itv  utili/ation.  1  houeh  the-  sp«-ed  of  respfinst-  tna\  \.u  v. 
indiistts  attc-r  industt\  will  heein  to  fei  1  ptessur*-  on  its  i  apital  facilities 
and  tunds  as  m.ukc-is  tor  its  |)rodui  ts  are  '•xp.imic-d  1)\  tin-  l**h  >  tax  proeiat:' 

Furthermore,  thc-rc-  are  ttianv  ituiisidual  companie-s  tor  which  tin-  suppK 
ol  intc-rti.il  funds  is  a  lonstraint  on  in\ esttne  tit.  and  m.inv  others  that  do 
tint  h.nc-  c-xi  c-ss  ia[)acit\  Morecnet,  it  is  estunatc-d  that  some  7ii  peti  ent 
of  the  invc-stmetit  in  plant  and  e(|uii)nic-nt  is  for  modernization  and  ie|)lai  e- 
nient  ratin-r  than  expansion,  that  is.  it  is  desienc-d  to  prcxluce-  new  or  hettc-r 
prexlucts,  or  to  re-duce  pro<lui  tion  costs  r.»thc-r  than  primal  il\  to  i-xpand 
produrtis  e- 1  apacitv  For  this  lar  uc-  semnent  ot  c.i|)it.d  spendini;,  the  stroneer 
inducc-inent  to  iinc-st  [irov  idc-d  h\  the  husitn-ss  tax  i  hanuc-s  alnxidv  adopted 
and  those-  now  projiosed  will  translate  much  mote  tc-adilv  into  .utu.d  pur¬ 
chases  ot  plant  and  c-ciuipment. 

As  protlui  tion  c-xp.inds  and  existmit  lapaiits  o  more  tulK  utih/ed.  tin 
depteci.ition  <juidi-litn-s  arul  the-  ituesttnem  tax  c  redit  and  tin-  new  business 
tax  redui  t'ons  will  prosich-  ati  e  ven  stronuei  stimulus  to  itue  sttnem. 

(  unutlalii  ,  <  x/ianaon :  thr  (  oii^uriifUioti  multi  filiii 

lax  rc-duction  will  start  a  proci-ss  ot  eumulatise  e-xpatision  thioimliout 
the  e-conorn\ .  It  the  c-cononu  is  aln-.icK  undeteoinsj  slow  e  xpansion,  this 
cinnulatiM-  proic-ss  will  he-  super  impose-d  upon  it.  The-  initial  itii  re.ist-s  in 
spenditiLt  will  stimulate-  iiroduction  arul  e-tnplo\ riic-nt.  'je-ne  ratim;  additimial 
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incomes.  The  details  and  timing  of  this  process  will  vary  from  industrv-  to 
industry.  The  first  impact  may  be  to  draw  down  inventories  rather  than  to 
expand  production.  Rut  as  inventories  are  depleted,  rt'tailers  will  quicklv 
expand  orders.  As  manufacturers’  sales  rise  in  response  and  their  own  in¬ 
ventories  of  finished  goods  decline,  they  will  activate  idle  production  lines, 
hire  additional  workers,  place  orders  for  materials  and  components.  Thus 
the  expansion  will  spread  to  other  industries,  leading  to  further  expansion  of 
production,  employment,  and  orders. 

Expanded  sales  mean  increased  [)rofits.  Increased  employment  means 
greater  wage  and  salary  income.  Each  additional  dollar's  worth  of  gross 
production  necessarily  generates  a  dollar  of  additional  gross  income. 

But  expansion  does  not  proceed  without  limit.  \  considerable  fraction 
of  the  value  of  gross  production  is  shared  with  governments  or  becomes  part 
of  corporate  retained  earnings  and  does  not  become  part  of  consumers' 
after-tax  income.  Some  of  the  increase  goes  to  pay  additional  excise  and 
other  indirect  business  taxes.  Tvpically,  when  GXP  is  rising  toward  poten¬ 
tial,  corporate  profits  increase  by  about  one-fourth  of  the  rise  in  GXP.  But 
a  substantial  part  of  this  increase  in  profits  is  ahsorb<'d  by  Federal  and  State 
corporate  income  taxes,  and  another  part  is  ordinarily  retained  by  the  corpo¬ 
rations.  Only  the  remainder  is  passed  on  to  the  households  in  dividend 
pa\Tnents.  Part  of  the  additional  wage  and  salary  incomes  associated  with 
added  prcxluction  is  absorbed  by  higher  scKial  security  contributions.  .\t 
the  same  time,  increased  employment  means  a  drop  in  payments  for  unem¬ 
ployment  insurance  benefits. 

When  all  of  these  “leakages”  an*  taken  into  account,  a  little  less  than 
two-thirds  of  an  additional  dollar  of  GXP  finds  its  w,ay  into  the  before-tax 
incomes  of  consumers  in  the  form  of  wages,  dividends,  and  other  incomes. 
Part  is  absorbed  by  personal  taxes.  Federal,  State,  and  local.  Fhe  increase 
in  [jersonal  disposable  income  is  50  to  55  percent.  Of  this  amount  a  small 
fraction — about  7  percent — is  set  a,side  in  personal  saving,  and  the  re¬ 
mainder — about  93  percent — is  spent  on  consumption,  as  indicated  earlier. 
Thus,  out  of  each  additional  dollar  of  GXP,  initially  generated  by  the  tax 
cut,  roughly  half  ends  up  as  added  consumption  exp('nditure.  But  the 
process  does  not  stop  here. 

The  additional  expenditure  on  consumption  that  is  brought  about  by  the 
rise  in  GXP  generates,  in  its  turn,  further  production,  which  generates  addi¬ 
tional  incomes  and  consumption,  and  so  on.  in  a  continuous  secpience  of 
expansion  which  economists  call  the  “multiplier  process.”  The  “multi¬ 
plier”  applicable  to  the  initial  increase  in  spending  resulting  from  tax  reduc¬ 
tion,  with  account  taken  of  the  various  leakages  discussed  above,  works  out 
to  roughly  2.  If  we  apply  this  multiplier  only  to  the  initial  inerf-ase  in  con¬ 
sumption  (about  $8  billion),  the  total  ultimate  effect  will  hi-  an  increase  in 
annual  consumption — and  in  production  (and  GXP)  -  -of  roughly  $16  bil¬ 
lion.  Lags  in  the  process  of  expansion  will  spread  this  increase  in  GXP  over 
time,  but  studies  of  the  relationships  between  changes  in  disposable  income. 


consumption,  and  production  of  consuinpr  poods  supgrst  that  at  least  half 
of  the  total  stimulus  of  an  initial  increase  in  disposable  income  is  realized 
within  6  months  of  that  increase. 

1  Cumulative  expansion:  the  investment  response 

Tax  reduction  will  also  have  important  cumulative  indirect  effects  on 
investment  in  inventories  and  in  fixed  productive  facilities.  I  hese  cffe(  ts 
are  much  more  clifTicult  to  predi(  t  than  the  induced  «‘ffects  on  consumption. 

Inventory  investment.  The  stocks  of  goods  that  businessmen  wish  to  hold 
depend  u|K>n  current  and  expected  rates  of  sales  and  prodiu  tion  and  the 
volume  of  new  and  unfilled  orders,  as  well  as  on  price  expectations  and 
other  factors  .An  ex|)ansion  of  agpregate  demand  can  be  expected  to  raise 
business  inventors'  targets.  Production  for  inventors'  svill  generate  further 


incn'ases  in  demand  and  income  os'er  and  ahose  the  multiplier  effects 

discussed  afiove,  and  svill  in  turn  induce  further  increases  in  consumption 

spending.  • : 

Inventors'  investment  is  volatile,  and  induced  inventors'  accumulation  ^ , 

can  add  significantlv  to  the  expansionarv  effects  of  tax  reduction  svithin  a  i 

'  .  .  .  .  1 
few  months.  .At  the  same  time,  it  should  be  recognized  that  ins’cntors' 

investment  is  exceedingly  difficult  to  forecast.  As  the  increase  in  produc¬ 
tion  and  sales  tapers  off.  st(x  ks  and  the  rate  of  ins-entors'  ins-estment  svill  be  3 

...  '  '• 


correspondingly  adjusted. 

Business  investment  in  plant  and  equipment.  .A  tax  reduction  large  2 

enough  to  move  the  economy  tosvard  full  employment  svill  also  stimulate 
business  investment  in  plant  and  ec|uipment.  General  economic  expansion  ' 

will  reinforce  the  initial  stimulus  to  investment  of  cuts  in  business  I 

taxes.  In  the  first  place,  narrosving  the  gap  betsveen  actual  and  {xitential  ' 

output — nosv  estimated  at  $30-40  billion — svill  increase  the  utilization  • 

of  existing  plant  and  equipment.  .As  excess  capacity  declines,  more  and  ! 

more  businesses  will  feel  increasing  pressure  to  expand  capacity.  .At  the  ' 

same  time,  increases  in  the  volume  of  sales  and  in  productivity  svill  raise  ' 

corporate  profits-  in  absolute  tenns,  relative  to  GNP.  and  as  a  rate  of 
return  on  investment.  Internal  funds  available  for  investment  svill  rise, 
while  at  the  same  time  higher  rates  of  return  on  existing  capital  svill  cause 
businessmen  to  raise  their  estimates  of  returns  on  nesv  investment.  When 
investment  incentives  are  strengthened  by  rising  demand,  internal  funds 
are  more  consistently  translated  into  increased  investment  than  svhen 
markets  are  slack. 

Residential  construction.  The  demand  for  housing  depends  on  grosvth 
in  the  number  of  families,  on  the  existing  stock  of  houses,  and  on  the  cost 
and  availahilitv  of  mortgage  credit.  But  housing  demand  also  responds, 
to  some  extent,  to  changes  in  disposable  income.  Thus,  tax  reduction  will 
have  some  direct  effect  on  residential  constniction.  .And  as  production,  em¬ 
ployment.  and  income  generally  expand,  the  demand  for  new  homes  can 
be  expected  to  increase  further.  This  increase  will,  in  turn,  reinforce  the 
other  expansionary  effects  of  tax  reduction. 
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State  and  local  government  expenditures 

State  and  local  iiovernnu'iit  units  have  found  it  dithcult  to  finance  thr 
needed  expansion  of  their  activities,  (oven  the  pn'sent  importance  ef 
income  and  sales  taxes  in  State  and  local  tax  systems,  government  revemics 
at  the  State  and  local  U'vel  expand  automaticallv  as  (iNl’  rises.  The  addi¬ 
tional  State-local  revenues  generateil  hy  economic  expansion  will  assist 
these  governments  to  meet  their  pressing  needs.  Moreover,  since  Federal 
tax  liabilities  are  deductible  under  many  State  iiu  ome  tax  laws,  reduetitni 
in  Federal  tax  rates  will  automaticallv  generatt'  some  further  addition  to 
State-local  tax  revenues.  Finally,  a  reciuction  in  Fedmal  taxes  will  enlaiire 
the  tax  base  available  to  State  and  local  government  units  and  ma\  make 
it  easier  for  them  to  raise  i  at('s  or  im}xwe  new  taxes. 

Undoubtedly,  some  of  the  added  State-local  tax  revenues  w  ill  be  used 
either  to  retire  existing  debt  or  to  reduce  current  borrow  ing  rather  than  to  in¬ 
crease  expenditures.  ^Vhether  the  net  result  will  bt'  expansinnarv  will  de¬ 
pend  upon  whether  the  proportion  of  additional  tax  revenues  sjjent  on 
goods  and  services  by  State  and  local  government  units  is  greater  or  smalln 
than  the  proportion  which  would  have  been  spent  bv  the  taxpavers  from 
whom  thev  collect  the  additional  taxes.  But  whether  or  not  the  res|)onse  of 
State  and  local  government  units  is  such  as  to  strengthen  the  agerec.iti' 
impact  of  Federal  tax  reduction  on  income  and  etnployment,  the  Fedei.il 
tax  program  will  ease,  to  some  extent,  the  problems  of  these  units  in  <dit. lin¬ 
ing  revenues  needed  to  finance  urgent  public  activities,  sue  h  as  educ.itu'ii. 
transportation  facilities,  and  urban  develojiment. 

Summary  of  effects  on  G\P 

Tax  reductions  for  consumers  will  have  initial  direct  effects  on  the  dem.ind 
for  goods  and  services,  as  consuim'rs  raise  their  spcaiding  level  to  reflect  their 
higher  after-tax  incomes.  Corporate  tax  reductions  and  the  lower  tax 
rates  applicable  to  the  highest  personal  income  brackets  will  stimulate 
investment  directly,  through  raising  the  rate  of  return  on  new  investments 
and  providing  additional  funds  for  their  financing.  Some  of  the  tax  refinins 
will  also  have  a  directlv  stimulating  effect  on  productive  investment. 

These  direct  or  initial  effc-cts  on  spending  would  occur  even  if  tot.il  out¬ 
put.  emplovment.  and  incomes  remained  unchanged.  But  the  incn'.ised 
spending  cannot  fail  to  increase  total  output,  employment,  and  incomes 
.And  as  activity  responds  to  the  initially  increased  level  of  spending,  cumula¬ 
tive  impacts  begin  to  develop  in  which  the  s«'veral  elements  interai  t  to 
carry  the  ex])ansion  far  beyond  its  initial  point. 

The  higher  incomes  which  consumers  receive  from  the  added  production 
of  both  consumer  and  capital  goods  will  lead  to  a  further  step-up  in  the 
rate  of  spending,  creating  further  increases  in  incomes  and  spending. 
The  same  expansion  process  raises  rates  of  capa(  ity  utilization,  therein  in¬ 
teracting  with  the  initial  impact  of  tax  reduction  on  business  income'  to 
make  investment  both  for  modernization  and  expansion  more  j)rofitahle. 
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This  in  turn  generates  higher  eonsunier  incomes  and  more  spending,  helping 
to  provide  th(‘  added  demand  which  justifies  the  higher  investment. 

If  th<‘re  were  no  investment  stimulus— either  initially,  or  as  a  result  of 
the  cumulative  protcss  of  expansion — we  could  expect  that  GNP  would 
ultimately  expatid  by  about  $16  billion.  If  the  result  were  ik)  more  than 
this,  the  tax  redut  tion  would  still  he  ahundantlv  rewarding  in  temis  of 
greater  production,  employment,  purchasing  power,  and  profits.  What  will 
realiv  he  given  up  to  produce  added  output  will  be  only  unwanted  idleness 
of  wf.rkeis  (whose  families  ha\f  reduced  iK'ither  their  needs  nor  aspirations) 
aiul  incomplete  utilization  plant  and  ma(  hiner\'  (which  have  continued 
to  dc'preciate) . 

Hut  the  pav-otr  is  much  more  than  this  purely  consumption  impact. 
There  is  also  an  investment  impact,  and  each  extra  dollar  of  investment 
that  is  stimulatc'd  should  bring  roughlv  another  dollar  of  added  consunip- 
tion  and  c-ncourage  still  further  invc*stment. 

.\  strong  c-xpansion  can  alter  profoundly  the  whole  climate  within  which 
in\c'stment  decisicvns  are  made.  If  not  at  once,  then  somewhat  later,  subtle 
but  significant  change's  in  business  attitudes  occur  in  r('s|x>nse  to  the  tre-nd 
in  the'  c'conomic  outcome'.  We  have  rc'ferred  earlier  to  the  cautious  invest- 
inc-nt  attitude's  that  more'  than  .')  years  of  slack  markets  have  generated. 
This  caution  did  not  arise'  at  once  in  mid-lO')?,  when  output  first  began 
to  fall  away  from  the-  track  of  potential  expansion.  It  developed  graduallv. 
fed  on  itsc'If.  and  in  part  helped  to  justify  itself.  The  reverse  can  and  will 
happen. 

No  one  can  prc'te-nd  to  c'stirnate  with  prt'cision  the  ultimate  impact 
of  a  program  so  far-reaching  as  that  which  the  Prc'sident  will  propose; 
it  would  come  into  opc'ration  in  stages  extending  from  July  1,  1963  to 
January  1.  1963,  and  its  effects  would  cumulate  and  spread  into  1%6  and 
bp  von d. 

Our  study  of  the  program,  and  our  tentative  projections  based  upon  it 
do,  however,  convince  us  that  the  program  measures  up  to  the  challenge 
that  the  196n‘s  present  to  our  economy:  that  it  will  surely  set  us  on  a  path 
toward  our  interim  emplovment  target ;  and  that  it  will  lay  the  foundation 
for  more  rapid  long-run  growth. 

tax  rkvi.sion  :  impact  on  the  nenoKT 

When  the  Congress  U'gislates  changes  In  income  taxes,  it  defines  or  re¬ 
defines  the  income  subject  to  taxation-  by  setting  the  exclusions,  exemptions, 
and  di'ductions  allowable  for  various  reasons — and  sets  the  new  tax  rates  that 
are  applicable  to  various  fractions  of  that  income.  Given  the  levels  and 
structure  of  current  incomes,  these  new  definitions  and  rates  can  be  trans¬ 
lated  into  fairly  precise  estimates  of  the  new  tax  yield  in  billions  of  dollars. 
This  can  b('  compared  with  the  actual  yield  at  the  old  rates  and  defini¬ 
tions.  The  diflerence  is  the  gross  cost  of  (or  gain  from)  tax  revision,  and 
it  also  mi'asures  tlu'  initial  change'  in  deficit  or  surplus. 
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This  would  be  the  whole  story  if  the  tax  revision  had  no  effect  on  in¬ 
comes.  But  a  prime  purpose  of  tax  revision  is  precisely  to  affect  produc¬ 
tion,  employment,  and  incomes.  The  President’s  tax  program  for  1963 
is  designed  to  end  3  years  of  undercapacity  production,  excessive  unem¬ 
ployment,  and  unnecessarily  depressed  incomes. 

Tax  revenues  do  not  depend  on  tax  rates  alone,  but  on  the  tax  base  as 
well.  The  tax  base  is  detennined  by  the  level  of  income.  Because  t,i.\ 
revision  will  raise  incomes,  it  will  also  raise  tax  revenues,  through  a  “feed¬ 
back”  out  of  the  expanding  tax  base.  Greater  prosperity  will  also  reduce 
some  important  types  of  Federal  expenditures,  such  as  unemployment  in¬ 
surance,  area  redevelopment  assistance,  and  public  works  acceleration. 
For  these  reasons,  the  net  cost  of  tax  revision  will  be  less — substantiallv 
less — than  the  gross  cost. 

FIN.^XCIXG  ECOXOMIC  EXP.VXSIOX  IX  196  3 

In  1963,  the  hnancial  policies  of  the  Government,  like  the  hscal  policies, 
will  place  high  priority  on  expansion  of  the  demand  for  goods  and  services 
to  reduce  excess  capacity  and  unemployment  while  maintaining  general 
price  stability.  Monetary  and  debt  management  jxilicies  will  continue  to 
play  a  signihcant  role  in  facilitating  balanced  economic  expansion  and  in 
fostering  longer-run  economic  growth.  .At  the  same  time,  these  policies 
continue  to  bear  special  responsibilities  to  sustain  our  progress  toward 
balance  of  payments  eciuilibrium.  .And  since  thev  are  the  most  flexible 
instruments  of  general  economic  policy  available  to  the  Government,  thev 
can  and  should  be  used  flexibly.  If,  contrary'  to  present  expectations,  ag¬ 
gregate  demand  should  expand  tfx)  fast  and  too  far,  seriously  jeopardizing 
stability  of  prices  and  the  balance  of  payments,  monetarv-  and  debt  manage¬ 
ment  policies  are  the  first  line  of  defense. 

In  what  follows,  these  policies  will  first  be  discus.sed  in  tenns  of  domestic 
objectives;  then  in  terms  of  balance  of  payments  objectives.  This  order  in¬ 
dicates  nothing  as  to  relative  importance.  Monetary  policy  must  reconcile, 
as  best  it  can,  both  objectives. 

FISCAL  POLICY,  MONETARY  POLICY,  AND  DEBT  MANAGEMENT  POLICY 

As  explained  earlier  in  this  chapter,  the  President’s  program  of  tax  re¬ 
vision  will,  by  increasing  the  disposable  incomes  of  consumers  and  business 
and  by  strengthening  incentives  to  invest,  cause  an  expansion  in  private 
spending,  which  will,  in  du(‘  course,  increase  production  and  emplosTnent 
by  a  multiple  of  the  original  tax  cut.  Initially,  however,  the  tax  cut  will 
increase  the  budget  deficit,  and  the  increased  deficit  will  have  to  be  fi¬ 
nanced — that  is,  the  money  to  cover  the  excess  of  expenditures  over  taxes 
will  have  to  be  raised  by  the  Treasury.  The  financing  of  the  deficit  will  have 
effects  on  private  spending  in  addition  to  those  produced  by  the  tax  cut  it¬ 
self.  Depending  on  the  methods  employed,  the  financing  may  either  add 
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to  the  expansionary  effects  of  the  tax  cut  or  cancel  out  a  portion  of  these 
effects. 

Fiscal  {X)licy — mainly  past  fiscal  policy — determines  the  size  of  the  Fed¬ 
eral  debt.  From  the  financing  of  past  F'ederal  deficits  less  surpluses  the 
public  has  accumulated  a  certain  total  net  claim  upon  the  Government. 
Only  time  and  future  fiscal  policy — deficits  and  surpluses — can  change  this 
total.  But  monetary  control  and  debt  management  can  change  its  compo¬ 
sition,  and  changes  in  composition  can  affect  aggregate  demand  through  af¬ 
fecting  the  level  and  maturity-structure  of  interest  rates  and  the  availability 
of  credit  at  various  maturities. 

Fhe  Treasury  influences  the  composition  of  the  interest-bearing  Federal 
debt  by  deciding  what  types  and  maturities  of  securities  to  issue  to  finance 
current  deficits  or  to  replace  maturing  issues.  Part  of  the  interest-bear¬ 
ing  Federal  debt  is  owned  by  the  Federal  Reservr  Banks.  When  the 
Federal  Reserve  purcha.si's  Treasurv-  securities  in  the  market,  whether 
from  hanks  or  from  other  private  holders,  the  reserve  balances  of  commer¬ 
cial  banks  on  dcfxisit  at  the  Federal  Reserv'e  increase.  In  this  way.  Federal 
Reserve  open  market  purchases  reduce  the  interest-bearing  government 
debt  held  by  the  public,  and  increase  bank  reserves  by  an  equal  amount. 
.\n  increa.se  in  bank  reserves  permits  in  turn  a  multiple  expansion  of  bank 
deposits  and  bank  cn'dit.  Similarly,  Federal  Reserve  open  market  sales 
replace  bank  reserves  with  additional  public  holdings  of  interest-bearing 
government  securities,  reejuiring  a  multiple  contrac  tion  of  bank  dep>osits 
and  credit. 

Thus,  in  effect  the  Treasury  and  the  Federal  Reserve  together  determine 
the  composition  of  the  Federal  debt  held  by  the  public — the  Treasury 
deciding  the  composition  of  its  interest-bt'aring  debt,  and  the  Federal 
Reserve  the  division  of  public  claims  on  the  Government  as  between  interest- 
bearing  securities  and  bank  reserves  and  currency.  By  its  choices  of  which 
kind  of  government  securities  to  buy  or  sell,  the  Federal  Reservr  also 
affects,  in  some  degree,  the  com|K>sition  of  the  inten-st-bearing  debt  in  the 
hands  of  the  public.  The  net  result  of  the  transactions  of  these  agencies 
with  the  public,  therefore,  detennines  how  the  Government  borrows  from 
the  public  to  finance  a  new  deficit. 

But  their  powers  arc  not  confined  to  transactions  in  new  debt.  These 
agencies  can  also- — in  refunding  maturing  debt,  or  in  transactions  with  the 
public  in  existing  securities— change  the  com|K)sition  of  old  debt.  In  all 
these  transactions,  the  government  agencies  must  act  within  the  framework 
of  investors’  preferences;  they  can  sell  securities  of  different  types  and 
maturities  only  on  terms  consistent  with  these  preferences. 

financing  budget  deficits 

How  can  the  Federal  Government  raise  the  money  to  finance  a  budget 
deficit? 
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At  iMio  logical  {'vtrt'mc  wliii  h  ol  lourv'  no  oiu'  scimiivK  n'lili'iiipl.ili  s 
th('  Fi'ilcral  Rosi'rvc  lOuKl  lni\  l  ira'inrv  vccmitirs  aiul  muh'.\si’  llii’  ipi.iii 
tit\  of  l\mk  rt'M'iNt's  in  an  amount  t  tinal  tt»  the  ticfit  it  In  tlio  uav.  tin- 
n'sriAo  l>as»'  of  thr  hankinij  svstt'in  wmiKI  Ix’  iinn'aMHl  l>\  vnlnall\  iIk 
rntiiv  amount  I'f  the  ik'fuit.  |*a\in!t  the  wav  foi  a  mnlliplr  i'\|)anvioii  ni 
hank  deposits  anil  hank  eirdit  I  his  is  tlu’  most  li<|nid  .mil  most  rsp.ui- 
sionaiA'  w.iv  of  im  iiMsini:  thi'  drhi  ol  the  I'eder.il  (io\eiimienI 

At  the  other  extreme,  the  (hnernment  mii;hl  Im.nu  e  .i  defu  n  while  the 
Federal  Resei\e  permitted  no  inete.ise  in  h.mk  teseixes  This  me. ms  that 
the  FreasuiA  would  not  he  .ihle  to  sell  .nn  of  its  sei  niilies.  duet  tl\  oi  nuli- 
reetlv.  to  the  Feder.tl  Reser\e  H.mks  Fhe  I  ie.isnt\  would  h.ive  to  sell 
them  either  to  the  {mhlie  or  to  the  eommen  i.d  h.mks.  .mil  the  h.mks  wouKl 
he  able  to  bu\  them  onlv  to  the  extent  that  thev  in  turn  sold  othei  sei  urities 
to  the  puhlie  or  denied  loan  .u  eommiul.itiou  to  pii\  .ite  honoweis  I'ht 
efTerts  of  this  |K>liev  would  ilepend  to  some  deeree  on  the  t\pe  .mil  m.itii- 
ritv  of  the  new  I're.isiuA'  ohliiz.itions  Short-term  seiiuities,  sui  h  .is 
Freasurv  hills,  are  hiylilv  liquid;  thev  s.uisfv  the  needs  of  h.mks  for  sei  otui- 
line  reserves  and  are  fairlv  close  substitutes  tor  t  .ish  in  the  woikiii!',  Ii.il.uues 
of  other  financial  institutions  .uul  business  firms  I.oni'  term  bonds  .ue 
less  liquid.  Selling  onlv  lonu-term  bonds  to  the  |)uhlii  would  he  tlie  most 
illiquid  and  most  restrii  ti\  e  wav  to  fin. mi  e  a  deficit 
vSoinetiines  the  sale  of  coverntuent  bonds  to  eomuien  i.il  h.mks  is  (on- 
sidercd  per  u'  cxpansionarv.  while  the  sale  of  bonds  directlv  to  the  pulilie 
is  considered  neutral.  Rut  this  distinction  is  not  a  reliahle  qiiide.  When 
commercial  banks  increase  their  poveinment  bond  holdinors.  it  is  one  thitii: 
if  bank  resciACs  and  deposits  rise  corres|)ondinulv  and  quite  anotlier  if  ilie 
banks  have  to  unload  other  securities  on  the  publii  to  make  room  fot  the 
new  securities.  The  important  things  are  /iok  much  and  n  hat  kind  of  new 
indebtedness  the  Government  (together  with  the  Federal  Reseive  ineuis 
to  the  banks  and  other  public  creditors  rather  than  to  :t  horn  the  indebted¬ 
ness  is  incurred. 

Ordinarilv.  neither  of  the  extreme  methods  of  financing  deficits  men¬ 
tioned  above  is  appropriate  monetatA-  and  debt  management  policy.  Theie 
are,  of  course,  manv  gradations  between  them.  Thr  considerations  which 
determine  how  new  debt  should  be  financed  are  the  same  as  those  which 
guide  the  monetary  authorities  and  debt  managers  in  their  daily  dei  isions 
on  the  composition  of  old  debt.  These  considerations  are  well  known 
\  more  expansionarv-  method  of  financing  is  needed  when  unemplov- 
ment  is  substantial  and  considerable  excess  capacity  is  available  th.ui 
under  conditions  when  the  econornv  is  closer  to  its  potential.  Thus  the 
“proper"  way  of  financing  a  deficit  is  that  which  contributes  to  the  "o.ih 
of  increased  output,  growth,  price  stabilitv  and  pavments  balance  It  cannot 
be  determined  by  preconceived  rules. 
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li.i\e  III  ie((ili(ile  (.iieliilK  the  IK  cds  nl  doiiKslii  ei  (iiioiiiK  evpaiiMotl  and 
lliose  (i|  llie  I  S  Intel  II. ilidii.d  |i.iviiieiits  |)(isilKin  lint  |iids|)e<  live  l)nd^et 
(lelK  Its  do  not.  in  I lieiiiseK es,  w.in.iiit  .iiiv  sliill  in  tlie  w.iv  tins  lei  OIK  illation 
slionid  lie  soui’lll  More  loiieliil  use  ol  l.i\  |)oli(  v  ill  sii[)|>oit  ol  e( oiioiiiii 
e\|i.insii'n.  Iiowexei.  ijivcs  i>ie.il(  i  lieedoiii  to  iiioiiet.iiv  policy  to  iil.iintaili 
londitioiis  III  oiii  iiioiiev  .iiid  (  .ipit.d  iii.iikets  wIikIi  .lie  l.ivoi.ilile  to  oili 
Ii.iI.iik  e  ol  p.i\  iiieiits  |ios||ioti 

Monet. iiv  poli(  \  .is  uell  .is  delit  poluy  must  lie  i  ooi diii.ited  with  lisi  al 
[)(i|i(  \  to  sei  iiM'  the  olijectiNcs  ol  hii’hei  etiij ilo\ iiieiit  .iiid  erowth  without 
inll.ition  We  .ite  now.  .iiid  lot  some  time  still  will  he.  in  a  sitiiatiori  of  snh- 
st.inti.il  sl.K  k  in  l.ilioi  fonc  .md  (  .ipit.d  r('soui(  ('s.  a  situation  in  which  rx- 
[i.iii  ioti.ii \  polu  ies  .lie  l(■(lnired  Kven  alter  the  proposer!  tax  H'vision 
liei^iiis  to  K'le.ise  ((insimiei  deni.md  .ind  spur  investment,  other  pfiases  of 
|)iilili(  poli(  V.  itK  Indini;  monet.irv  .mil  delit  jiolii  v.  (  .m  serve  to  support  tlie 
.ilisor|)ti(in  of  utilised  lesouKcs  W  Inm  the  econoniv  .ipproat dies  fiipfiei 
levels  ol  i  .ip.ii  it\  iitili/.ition  .ind  einpIoviiK'nl,  labor  as  widl  as  capital  mar¬ 
kets  will  tend  to  tiuhten.  .ind  the  policy  mix  will  need  to  hi-  adjusted  to 
(li.iimiii!;  ( in  utnst.itK  ('s  I’uhlii  policy  thus  involves  a  lontinuoiis  pirn  ess  of  I  i 

.i(ljnstnient.  .ind  no  s  .diditv  .itt.u  lies  to  general  rules  of  “tii^ht"  or  of  “easy” 
iiiotiev  me. lilt  to  he  v.ilid  iiiidet  .ill  ((inditions.  What  matters  most  at  this 
time  is  that  lin.iiu  i.il  polii  v  should  fu'  designed  to  f.icilitate  rather  than 
ret.ird  the  expansion. irv  proci'ss  whii  h  the  t.ix  {)rot»ram  is  designed  to  launch. 

1  he  (Mse  or  tiuhtness  of  monet.irv  .ind  i  redit  conditions  depends  only  in 
|>att  on  the  supplies  ol  h.ink  leseives  .ind  li(|uid  uoverninent  ohliirations. 

It  also  deiM'iids  on  the  halaiu  ('  hetween  these  supplies  and  the  economy’s 
clem. mils  lor  iiionev.  liiiuid  assets,  .md  i  redit  accommodation.  Economic 
exp.insion  increases  tlii'se  demands.  .As  private  income  and  wealth  increase, 
so  do  the  puhlic's  iii'eds  hsr  money  and  li<|uid  as,s<'ts.  Normally,  the  public 
will  wish  to  placi'  p.irt  of  its  nc'w  saving  I'verv  year  in  additional  holdings 
of  checkinii  accounts,  thrift  deposits,  and  other  lit)uid  assets.  Likewise, 
business  ircjuirenu'iits  for  loans  to  finance  inventories  and  trade  credit 
expand.  When  unused  productive  resources  are  available,  it  is  not  infla¬ 
tionary-  to  permit  a  paralhd  expansii-in  in  the  supplies  of  money  and  liquid 
assets  and  in  the  availability  of  bank  credit. 

f  )n  the  other  hand,  it  would  clearly  he  a  restrictive  monetary  policy  to  hold 
bank  resei-ves  constant  while  the  monetary  and  credit  needs  of  the  economy 
me  lease.  Interest  rates  would  tend  to  rise,  and  private  borrowers  yvould  find 
it  both  more  expensive  and  more  difficult  to  obtain  bank  loans  or  to  float 
ifcurities  in  the  capital  markets. 
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Immediately  following  World  War  II,  the  economy  was  oversupplied 
with  liquid  assets  accumulated  during  the  war;  liquidity  requirements  were 
low  relative  to  demands  for  producers’  and  consumers’  durable  goods  and 
were  further  reduced  by  the  spread  of  inflationary  expectations.  But  in 
the  1950’s  the  economy  grew  up  to  its  supply  of  liquidity;  demands  for 
durable  goods  became  less  urgent;  and  price  stability  in  recent  years  has 
dissipated  inflationary  psychology.  Therefore,  resumption  of  growth  in 
liquidity  parallel  to  the  growth  of  the  economy’s  potential  has  been 
appropriate. 

Over  the  past  year,  one  measure  of  liquid  assets — including  the  money 
supply,  sav'ings  and  time  deposits  and  shares,  U.S.  Government  savings 
bonds,  and  short-term  marketable  U.S.  Government  securities — grew  by 
about  8  percent,  in  contrast  to  an  average  annual  growth  of  slightly  over  4 
percent  in  the  period  since  the  w'ar.  The  growth  in  liquid  assets  in  1962 
was  desirable  for  the  domestic  economy.  In  fact,  since  economic  activity 
also  rose,  the  ratio  of  liquid  assets  to  GNP  is  still  only  moderately  above  its 
postwar  low.  The  stock  of  liquid  assets  in  the  United  States  docs  not 
pose  inflationary  dangers  at  this  time.  These  data  are  summarized  in 
Table  9. 


Table  9. — Selected  liquid  assets  held  by  the  public,  1946,  1957,  and  1960-62 


Liquid  as.<iets 

1946 

1957 

1960 

1961 

1962  1 

Billions  of  dollars  * 

Total  selected  liquid  assets  * . 

239.1 

356.0 

399.  2 

424.6 

458.7 

Money  supply  <  • . . . . . 

108.5 

133.5 

138.4 

142.6 

144.8 

Money  supply  and  time  deposits  at  commercial 

banks  * . 

142.4 

191.0 

211.5 

225. 1 

242.2 

Percent  of  GNP 

Total  selected  liquid  assets  > . 

113 

79 

82 

83 

Money  supply  ‘  • . 

51 

27 

27 

26 

Money  supply  and  time  deposits  at  commercial 

banks • . 

68 

43 

42 

43 

44 

>  Preliminary  estimates  by  Council  of  Economic  Advisers. 

*  .Seasonally  adjusted,  end  of  year. 

•  Money  supply,  time  deposits  at  commercial  banks  and  mutual  savings  banks.  Postal  Savings  System, 
savings  and  loan  shares,  U.S.  Oovernment  savings  bonds,  and  U.S.  Government  and  Federal  agency 
.securities  maturing  within  one  year. 

*  Demand  deposits  and  currency;  data  are  for  last  Wednesday. 

•  Agrees  In  concept  with  data  in  Table  C-«45  except  for  deductions  to  avoid  duplication  of  items  in  liquid 
assets  series. 

Source:  Board  of  Governors  of  the  Federal  Reserve  System  (except  as  noted). 


Sometimes  concern  about  monetary  aspects  of  government  deficits  focuses 
on  the  risks  of  inflationary  consequences  in  the  long  run.  The  stimulus 
to  private  spending  a.ssociated  with  increased  liquid  claims  against  the  Gov¬ 
ernment  may  be  appropriate  and  welcome  at  the  time  the  claims  are 
created.  But  at  some  future  time,  when  the  economy  is  tight  and  prices 
are  under  upward  pressure,  this  stimulus  may  be  an  embarrassment.  More- 
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over,  at  such  a  time  the  public’s  desire  for  liquid  assets  may  sharply  decline ; 
I  as  they  try  to  unload  liquid  claims,  they  add  fuel  to  inflationary  flames. 
This  possibility  is  not  a  reason  for  avoiding  deficits,  or  for  avoiding  ex¬ 
pansionary  monetary  policy,  when  the  economy  needs  stimulus;  the  dan- 
'  gers  of  high  blood  pressure  are  no  reason  to  permit  a  patient  to  suffer  chroni- 
^  cally  from  low  blood  pressure.  It  is,  however,  a  reason  for  not  flooding  the 

I  economy  with  liquidity  even  at  times  like  the  present  when  the  economic 

I*  malady  is  quite  the  opposite  of  inflation.  It  is,  above  all,  a  reason  for  flexi¬ 
bility  in  monetary  policy  and,  indeed,  in  fiscal  policy  as  well.  Government 
authorities  need  not  stand  by  helplessly  in  times  of  inflationary  peril;  the 
same  mechanisms  which  supply  the  economy  with  liquidity  can  be  reversed — 
■  ►  and  very  quickly — to  restrict  liquidity  and  credit. 

I  The  tremendous  growth  of  the  public  debt  resulting  from  wartime  Federal 
r  budget  deficits  did,  to  be  sure,  interfere  with  the  effectiveness  of  the  Federal 

Reserve  in  opposing  inflation  after  the  war.  In  order  to  facilitate  the  sale 

I  of  government  securities  at  low  interest  rates  during  the  war,  the  Federal 
Reserve  committed  Itself  to  “peg”  the  prices  of  these  securities.  To  prevent 
y  a  fall  in  these  prices — a  rise  in  interest  rates— after  the  war,  this  “pegging” 
I  policy  was  continued  with  the  result  that  the  Federal  Reserve  had  to  buy 
^  from  the  public  and  the  banks  all  the  securities  they  wished  to  sell.  This 
meant  that  it  was  virtually  powerless  to  prevent  large  quantities  of  govern¬ 
ment  debt  inherited  from  the  war  from  being  converted  into  member  bank 
reserves  with  consequent  multiple  expansion  of  the  money  and  credit  supply. 
This  policy  was  ended  in  1951  by  the  Treasury-Federal  Reserve  accord, 
which  restored  effective  monetary  powers  to  the  Federal  Reserve.  At  pres¬ 
ent,  the  authorities  are  not  hamstrung  by  any  “pegging”  commitment.  They 
*  are  free  to  manage  the  debt  flexibly  in  the  light  of  current  domestic  and 
international  needs  of  the  economy. 

In  a  situation  where  there  existed  a  perfect  mix  between  fiscal  and  mone¬ 
tary  policy — a  situation  where  both  together  gave  the  precisely  right  degree 
of  stimulus  to  the  economy — adoption  of  a  more  expansionary  fiscal  policy 
would  have  to  be  matched  by  a  more  restrictive  monetary  policy  to  avoid 
inflation.  But  this  is  not  our  present  situation.  A  substantial  degree  of  net 
expansion  is  clearly  required.  Since  the  budget  and  tax  program  is  a  grad¬ 
ual  and  conservative  one,  it  is  not  likely  to  overshoot  the  mark ;  and  the  ob¬ 
jective  of  orderly  growth  would  seem  to  be  best  served  by  a  monetary  policy 
which  supports  economic  expansion.  As  the  program  succeeds  and  a  wide¬ 
spread  tightening  of  markets  develops,  changes  in  the  policy  will  be  needed. 


i  monetary  policy  and  the  balance  of  payments 

I 

iThe  needs  of  the  domestic  economy  are  clearly  for  expansionary  mone¬ 
tary  policy.  But  monetary  and  debt  management  policies  are  formulated  in 
«'  the  context  of  an  open  economy,  and  must  continue  to  aim  at  external  bal- 
I  ance  as  well  as  domestic  expansion.  The  monetary  authorities,  in  facilitat- 
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in]?  domestic  expansion,  must  also  consider  the  U.S.  international  pay¬ 
ments  position. 

First  of  all,  of  course,  the  authorities  can  continue  to  adapt  their  tech¬ 
niques  of  monetary  control  and  debt  mana?ement  so  a.s  to  reconcile  to 
the  maximum  decree  possible  their  domestic  and  external  aims.  One 
method  open  to  the  Fedt'ial  Reserve  and  the  Treasury  is  to  adjust  out¬ 
standing  supplies  of  government  securities  of  various  maturities  so  as  to 
keep  upward  pressun'  on  short-tenn  rates,  most  in.portant  in  international 
(ompetition  for  funds,  and  downward  pressure  on  long-term  rates,  irn- 
jrortant  for  donrestic  expansion.  In  the  past  2  vears.  the  Federal  Re- 
serv'e  and  the  TreasiuA-  have  consistentlv  sought  to  supplv  bank  reserves 
and  provide  for  needed  increases  in  currency  in  wavs  which  would  not  re¬ 
duce  short-term  interest  rates  and  drive  mobile  funds  to  foreign  financial 
centers.  'Hie  Federal  Res('r\  e  discount  rate,  the  central  pivot  of  the  interest 
rate  stiiieture.  has  remained  constant  at  3  percent  since  .August  1960.  Fhe 
differential  between  rates  on  3-month  Treasury  bills  and  on  long-term  gov¬ 
ernment  obligations  narrowed  fiom  1.6  percent  in  January’  1961  to 
1  percent  in  Decembei  1962.  In  1962.  the  Federal  Reserve,  in  purchasintr. 
net.  $1.9  billion  of  Government  securities  boiurht.  net.  $1.8  billion  of 
securities  of  over  1-year  maturity,  mainly  in  the  1-  to  ,a-vear  range,  and 
only,  net,  $100  million  of  securities  of  under  1 -year  maturity.  In  1961. 
the  Federal  Reserve,  in  purchasinef,  net.  $1..3  billion  of  I’.S.  Government 
securities,  had  accjuired  $2.6  billion  of  securities  of  maturity  of  over  1  vear, 
offsetting  this  by  salt's  of  $1 . 1  billion  of  under  1  -year  securities. 

Treasury  debt  management  operations  in  1962  yvere  even  more  important 
than  Federal  Reserve  operations  in  affecting  the'  maturity  staicture  of  pub¬ 
licly  held  U.S.  Government  sectirities.  I’he  Treasury  expanded  its  cash 
offering  of  securities  of  maturity  of  under  1  yt'ar.  .Advance  refunding 
operations  moved  some  securities  out  of  the  “under  1-vear  maturity” 
category,  hut  the  net  increase  in  such  securities  held  j)ublicly  :  i.e..  outside  of 
the  Federal  Reserve  and  U.S.  Government  investment  accounts)  amounted 
to  about  $1  billion  in  1962.  The  increase  in  outstanding  regulai  'Freasury 
bills,  meanyvhile.  yvas  considerably  larger,  about  $7  billion.  Such  increases 
offset  doyvnyvard  pressures  on  short-tenn  rates  resulting  from  monetan’  ex¬ 
pansion,  and  they  are  consistent  yvith  present  needs  for  increast'd  liciuidity  in 
the  economy.  In  addition,  the  Treasury’,  in  administering  the  portfolios  of 
government  investment  and  trust  accounts,  continued  to  buv  longer-tc'rin 
rather  than  short-term  securities.  .At  the  same  time,  through  advance  re- 
fundin-g  operations,  the  1  reasurv  offered  existing  holders  of  some  goyern- 
ment  securities  an  opportunity’  to  c'xchange  them  foi’  other  securities  of 
longer  term.  This  lengthened  the  debt  structure  yvith  a  minimum  impact 
on  other  investment  floyvs.  'Fhe  ay  erage  maturity  of  the  publicly  held  mar¬ 
ketable  debt  thus  actually  rose  bv  .3  months. 


Other  monetary  techniques  can  also  help  to  meet  the  needs  of  both 
payments  balance  and  domestic  expansion.  At  the  bep:innine[  of  1962, 
ceiling  rates  on  time  and  savings  deposits  in  commercial  banks,  under 
Regulation  Q,  were  increased.  This  was  an  important  and  successful 
measure.  On  the  one  hand,  it  enabled  l\S.  banks  to  compete  more  effec¬ 
tively  for  funds  that  otherwise  would  be  deposited  abroad.  (Subsequently, 
the  possibility  of  attracting  into  time  deposits  the  balances  held  as  monetary^ 
reserves  by  foreign  governments  and  central  banks  was  further  enlarged 
by  enactment  of  legislation  exempting  such  deposits  from  all  interest  rate 
ceilings.  )  On  the  other  hand,  it  increased  the  flow  of  funds  through  the 
savings  departments  of  commercial  banks  into  mortgages  and  other  longer- 
term  assets,  and  actually  heljx'd  to  reduce  rates  charged  domestic  borrowers. 
In  late  1962,  the  Federal  Reserve  released  reserves  to  the  banking  system 
by  lowering  the  reserve  recjuirernent  on  time  and  savings  accounts  from  5  to 
4  percent.  This  action  made  it  unnecessary  for  the  Federal  Reserve  to 
supj)ly  these  reserves  by  purchasing  short-tenn  go\  ernment  securities  in  the 
opt'ii  market. 

While  a  balance  must  be  continuou.sly  struck  between  credit  and  interest 
rate  policies  in  support  of  domestic  economic  expansion  and  policies  to 
protect  or  improve  the  balance  of  payments,  anv  conflict  is  more  a  short- 
run  than  a  long-run  one.  In  the  long  run.  the  U.S.  balance  of  payments 
probably  has  much  to  gain  from  a  fully  operating,  rapidly  gaining  domestic 
economy.  Only  this  will  create  piofit  opportunities  that  would  keep  more 
.•\merican  cor{X)rate  and  ecjuity  funds  at  b.oine  and  attract  more  long-term 
foreign  capital.  Only  this  will  induce  the  productivity-increasing  invest¬ 
ments  and  innovations  necessary  to  improve  .America’s  competitive  position 
and  increase  the  export  surplus.  Only  this  can  c  reate  the  basic  confidence 
in  the  U.S.  economic  future  on  which  confidence  in  the  dollar  depends. 
^Vithout  the  dynamic  of  an  expanding  economy  operating  at  full  steam, 
monetary  measures  could  scarcely  be  of  more  than  transient  help  to  the  bal¬ 
ance  of  payments.  Xo  country  can  permanently  balance  its  international 
accounts  by  interest  rates  so  high  that  its  producti\-e  potential  is  kept  under¬ 
utilized  and  its  labor  force  underemployed.  Xexertheless,  defense  of  the 
currency  mav  re(|uire  vigoious  use  of  monetary  instruments,  and  there  can 
be  no  doubt  that  the  U.S.  authoritie‘s  are  prepan^d  to  take  whatever  steps 
arc  necessar\-  to  defend  the  dollar.  .An  expansionary  fiscal  policy  will  give 
them  greater  freedom  to  do  what  has  to  be  done. 

International  capital  flows  are,  of  course,  not  a  U  .S.  problem  alone.  They 
com  ern  all  the  major  monetar\-  countries,  those  with  payments  surpluses 
as  well  as  those  with  payments  deficits.  When  interest  rates  and  credit  con¬ 
ditions  are  out  of  line  among  major  countries,  it  cannot  always  be  taken  for 
granted  that  the  lower  rates  should  rise.  If  international  borrowing  is  cen¬ 
tered  too  much  on  the  United  States,  one  clear  implication  is  that  other 
countries  should  impro\e  their  capital  ina;kets  and  relax  or  dismantle  the 
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remaining  restrictions  on  borrowing  in  their  markets.  Finally,  shifting 
attitudes  toward  currency  exchange  parities  may  well  be  at  least  as  important 
as  interest  differentials  in  inducing  movements  of  liquid  funds  between 
countries.  International  arrangements  to  offset  speculative  flows  are  both 
more  effective  and  more  desirable  than  unilateral  action  to  compensate  fears 
and  expectations  of  currency  devaluation  with  high  interest  rates.  In  recent 
years,  remarkable  progress  has  been  made  in  international  consultation  and 
coordination,  both  with  respect  to  national  policies  affecting  the  payments 
balances  of  the  major  countries  and  with  respect  to  concerted  measures  to 
defend  the  international  monetary  system  against  speculative  attacks.  These 
are  discussed  in  Chapter  4. 

ECONOMIC  GROWTH 

In  the  Council’s  Annual  Report  in  1962,  a  chapter  was  devoted  to  the 
analysis  of  economic  growth  and  to  a  full  discussion  of  its  significance.  It 
Is  unnecessary  to  repeat  that  detailed  discussion  again  at  this  time.  We 
have  found  no  reason  to  revise  that  statement  of  the  importance  of  this 
goal  and  the  feasibility  of  achieving  it. 


DETERMINANTS  OF  GROWTH 

Starting  from  our  present  position  of  underutilization,  it  has  been  esti¬ 
mated  that  we  can  achieve  an  increase  of  about  six-tenths  of  a  percentage 
point  in  our  average  annual  growth  rate  for  the  1960’s  by  reducing  our 
unemployment  rate  to  4  percent  with  the  concomitant  increase  in  utilization 
of  capital  facilities.  This  rise  in  the  growth  rate  comes  as  a  bonus  to  suc¬ 
cessful  employment  policy.  Once  underutilization  of  productive  capacity 
has  been  eliminated,  our  rate  of  growth  will  depend  upon  the  pace  at  which 
productive  capacity  itself  expands.  Growth  of  productive  capacity  in  turn 
is  the  sum  of  (a)  the  percentage  rate  of  growth  of  the  labor  force  adjusted 
for  changes  in  the  average  workweek,  and  (b)  the  percentage  rate  of  in¬ 
crease  in  productivity  per  man-hour.  Public  policy  can  accelerate  growth 
of  productivity  mainly  by  stepping  up  the  pace  of  our  efforts  to: 

— improve  the  education,  health,  occupational  skills,  motivations,  and 
attitudes  of  the  labor  force ; 

— build  up  the  stock  of  private  producers’  plant  and  equipment,  and 
improve  its  composition  by  age,  type,  and  location ; 

— increase  the  stock  of  public  physical  capital,  including  roads,  water 
systems,  school  buildings,  and  hospitals; 

— improve  the  terms  on  which  the  economy  has  access  to  natural  re¬ 
sources,  whether  through  domestic  production  or  imports; 

— advance  the  level  of  technology-,  covering  the  range  from  managerial 
and  organizational  competence  to  scientific  and  engineering  under¬ 
standing  : 
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— raise  the  efficiency  with  which  capital,  resources,  technology,  and 
labor  are  used ; 

— improve  communications  systems  so  as  to  accelerate  the  dissemination 
of  information  on  technological,  commercial,  and  employment 
opportunities. 

CABINET  COMMITTEE  ON  ECONOMIC  GROWTH 

In  order  to  emphasize  the  high  priority  of  economic  growth  in  the  formu¬ 
lation  of  Federal  policies  and  programs,  the  President,  in  August  1962, 
established  a  Cabinet  Committee  on  Economic  Growth.  (For  a  description 
of  the  Committee,  see  Appendix  B.)  The  first  task  of  this  Committee  was 
to  identify  key  measures  for  the  achievement  of  more  rapid  growth.  The 
President  has  directed  the  Committee  to  continue  to  serve  as  a  focal  fioint 
for  concentrating  the  Government’s  interests  and  activities  on  the  growth 
objective.  The  Committee  has  emphasized  the  importance  of  achieving 
and  maintaining  full  employment  as  a  prerequisite  to  an  effective  growth 
policy.  In  addition,  it  has  made  a  number  of  initial  recommendations  for 
longer-range  programs  to  stimulate  more  rapid  growth. 

The  Committee  in  its  work  thus  far  has  focused  on  a  number  of  Federal 
programs  which  make  or  could  make  important  contributions  to  economic 
growth.  These  include  public  investment  in  natural  resources  and  agri¬ 
cultural  development,  in  transportation,  in  urban  and  rural  development; 
they  emphasize  investment  in  human  resources — education  and  health — 
and  in  advancing  knowledge.  Where  existing  programs  are  involved,  the 
recommendations  of  the  Cabinet  Committee  have  pointed  up  the  growth- 
stimulating  features  of  the  programs  and,  in  some  cases,  have  urged  in¬ 
creased  budget  support.  These  recommendations  are  reflected  in  the  Presi¬ 
dent’s  budget  for  fiscal  1964  and  do  not  require  repetition  here.  Educa¬ 
tion  is  one  of  these  program  areas.  The  contributions  that  education  has 
made  and  must  continue  to  make  to  economic  growth  and  other  national 
objectives  are  so  important  that  the  proposed  new  program  will  be  pre¬ 
sented  in  a  special  Presidential  message. 

The  Administration  is  proposing  programs  which  are  especially  relevant 
to  two  of  the  key  determinants  of  economic  growth- — private  investment  and 
civilian  technology. 

PRUATE  INVESTMENT 

The  Cabinet  Committee  has  emphasized  the  importance  of  private  in¬ 
vestment  as  a  source  of  economic  growth.  The  analysis  in  this  chapter  has 
shown  how  the  proposed  tax  program,  together  with  the  tax  revisions  of  last 
year — the  investment  tax  credit  and  depreciation  reform — will  stimulate 
A  higher  level  of  private  investment. 

Investment  in  private  plant  and  equipment  is  a  principal  source  of  long- 
run  gains  in  productivity.  Both  in  this  country  and  in  others,  periods  of 
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rapid  'growth  liave  been  associated  with  high  rates  of  investment.  In  tlic 
I'nited  States  since  1947.  the*  stock  of  privately  ownc'd  plant  and  e(juipinent 
per  uork(‘r  has  incK'ased  by  nearly  .’)()  percent.  During  this  period  the  rate 
(d'  growth  of  output  per  worker  has  been  nearly  twice  its  rate  during  the 
1929-47  period  when  capital  growth  only  barely  kept  pace  with  the  growth 
of  employment. 

I'he  rate  of  growth  of  the  capital  stock  is  det(Mniined,  in  part,  by  the  share 
of  (INI*  allocated  to  investment  in  new  plant  and  erpiipment.  Chart  7 
shows  the  fluctuation  in  the  share  of  output  devoted  to  private  investna'nt 

CHART  7 

Business  Fixed  Investment 
in  Relation  to  Total  Output 
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NOTE  PERCENT  IS  BASED  ON  DATA  IN  1962  PRICES  INVESTMENT  CONSISTS  OF 
PRODUCERS'  DURABLE  EQUIPMENT  AND  NONRESIDENTIAL  CONSTRUCTION 
SOURCES  department  OF  COMMERCE  AND  COUNCIL  OF  ECONOMIC  ADVISERS 

since  1 929.  Many  factors  deti'nnine  the  amount  of  investment  that  is  needed 
to  achieve  a  given  rate  of  growth  of  potential  (t\P.  However,  given  the  r\- 
|x*cted  rate  of  growth  of  the  labor  force  during  the  1%0’s — an  annual  rate  of 
1.6  percent  and  assuming  technological  prrigress  at  roughlv  the  rate  I'xjie- 
rienced  during  the  19r)n’s.  the  Council’s  calculations  suggest  that  to  achieve 
a  growth  of  potential  output  of  4.0  percent  a  vs'ar  will  re(|uire  private 
investment  to  be  between  10  percamt  and  1  1  perc  ent  of  CNF’  .-\s  the  ihart 
indicates,  this  is  above  th('  projKirtion  achieved  vluring  the  past  .'i  years: 
but  we  did  even  bc'tter  during  the  (‘arlv  postwar  vc-ais.  We  do  not  need 
to  settle  for  h'ss  in  the  yc'ais  ahead;  indeed,  our  aim  is  to  regain  and  exceed 
the  earlier  pace  of  growth. 

A  high  rate  of  investment  is  needed  to  equip  our  growing  labor  force  with 
better  and  more  modern  equipment.  Without  new  equipment,  the  new 
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^  inventions  and  desitjns  which  flow  from  research  and  development  lie  fal- 
!  low:  with  it,  they  can  contribute  fully  to  economic  irrowth.  Some  estimates 

*  suficest  that  during  the  past  few  years  almost  70  percent  of  investment  has 
been  for  modernization  and  replacement,  rather  than  to  increase  capacity. 
The  stimulation  of  capacity  increases  will  provide  further  impetus  to  mod¬ 
ernization,  since  the  two  go  hand  in  hand.  When  the  capacity  of  an  in- 

'  dustty-  is  expanded  rapidly  by  new’  investment,  the  proportion  of  new 
'  equipment  tends  to  increase,  the  averaue  age  of  capital  tends  to  decline,  and 

*  the  average  cjualitv  of  capital  in  place  improves  substantially. 

The  investment  n('eded  to  gain  our  growth  objectives  will  be  achieved 
onlv  if  we  eliminate  economic  slack — onlv  if  we  strengthen  demand  and 
broaden  incentives  to  take  risks.  'I'he  tax  program  is  designed  to  help  us 

*  reach  this  objective. 

’  CIVILIAN  TECHNOLOGY 

The  Cabinet  Committee  on  Economic  Growth  as  well  as  the  White  House 
I  Panel  on  Civilian  Technologv  and  officials  of  the  Department  of  C'ommerce 
j  have  identified  an  urgent  need  to  stimulate  more  rapid  development  and 
^  fuller  use  of  technologv-  in  those  sectors  of  the  civilian  economy  which,  de- 
spite  high  potential  returns  to  th(‘  Nation,  have  not  be(‘n  able,  or  have  not 
been  motivated,  to  seize  the  opportunity  without  assistance. 

In  recent  vears,  there  has  been  a  dramatic  increase  in  total  expenditures 
on  research  and  development  and  in  the  number  of  scientists  and  engineers 
engaged  in  these  activities.  However,  defense  and  space  efforts  have  ac¬ 
counted  for  nearly  three-fourths  of  the  increase.  The  research  laboratories 
of  industry  and  the  universities  have  been  important  sources  of  new  products 
j  and  processes  for  the  civilian  economy,  but  most  private  research  and  de- 

*  velopment  is  still  concentrati'd  in  a  relatively  few  industries  and  is  carried 
on  bv  a  few  large  firms.  With  the  exception  of  a  few  hundred  manufactur¬ 
ing  firms,  most  ent»'r[)rises  neither  undertake  much  research  and  develop¬ 
ment  nor  have  sufficient  trained  technical  manpower  to  take  advantage  of 
the  research  and  development  done  by  others.  Our  economy  would  be 

[  strengthened  significantly  over  the  long  run  if  our  civilian  research  and 
I  cie\('lo|jment  n'sources  w«‘re  expanded  to  meet  better  the  wide  range  of 
I  private  and  public  nei'ds. 

I  The  private  business  firm,  stimulated  to  meet  the  needs  of  the  economy 
j  bv  the  opportunitv  for  profit  and  the  spur  of  comp(*tition,  is  generally  the- 

*  most  effective  organization  to  conduct  and  support  research  and  develop¬ 
ment  for  the  advance  of  civilian  technology,  but  private  business  firms  are 
not  always  in  a  position  to  und<-rtake  research,  'spec  ially  where*  one  com¬ 
pany  takes  the  risks  and  covers  the  costs  but  many  companic's  share  widely 

,  m  the  bc-nefits.  Research  on  jirocc'ss  improvements  not  subject  to  patent¬ 
ing— a  majot  source  of  productivity  growth  and  analysis  of  materials 
J  and  methods  an*  important  cases  in  point.  Experimental  work  which 


explores  advanced  concepts  and  designs  is  also  likely  to  provide  interesting 
and  useful  information  without  leading  directly  to  a  patentable  product 
that  can  be  marketed  by  the  firm  sponsoring  the  research.  Unless  coopera¬ 
tive  arrangements  are  made,  these  types  of  research  will  not  receive  enough 
support. 

There  are  also  some  serious  problems  with  respect  to  the  dissemination 
of  technical  information.  Many  business  firms  are  not  fully  aware  of  the 
technological  possibilities  open  to  them;  without  a  strong  technical  staff 
they  are  often  unable  to  follow  and  understand  the  new  developments  pub¬ 
lished  in  the  technical  literature  and  communicated  informally  among  tech¬ 
nicians. 

Government  has  a  responsibility  for  maintaining  a  suitable  en¬ 
vironment  for  private  research  activity  and  for  supporting  programs 
which  are  in  the  public  interest  but  which  are  not  adequately  stimulated 
by  private  market  opportunities  alone.  Agriculture  provides  an  outstanding 
example  of  the  successful  role  Government  can  play  by  supporting  and 
sponsoring  research  in  cooperation  with  State  institutions  and  private 
organizations.  The  fruits  of  this  cooperative  research  effort,  initiated  in 
the  last  century,  are  seen  in  the  spectacular  increases  in  American  agri¬ 
cultural  output  and  productivity  through  the  improvement  in  techniques 
and  products. 

The  details  of  the  programs  for  Federal  support  of  civilian  technology 
are  included  in  the  Administration’s  1964  budget  proposals.  The  efforts 
in  the  first  year  will  necessarily  be  modest  in  budgetary  terms  and  explora¬ 
tory  in  nature,  but  over  the  long  run  the  program  promises  great  returns. 

It  is  proposed  that  the  Department  of  Commerce  sponsor  a  pilot 
program  for  an  industry-university  engineering  extension  service.  This 
program  will  include  identification  of  technical  problems,  technical  advice, 
in-plant  demonstrations  of  new  technologies,  and  short  courses  and  con¬ 
ferences.  The  objective  is  to  strengthen  the  scientific  and  technical  com¬ 
petence  of  management  and  supervisory  personnel,  to  develop  the  facilities 
of  universities  to  meet  local  and  regional  technological  needs,  and  to  reduce 
the  gap  between  the  technologies  of  leading  and  lagging  industries  and 
firms. 

A  selective  program  of  research  and  development  support  is  recom¬ 
mended,  designed  to  take  advantage  of  promising  technical  possibilities  now 
being  ignored.  Industries  would  be  selected  where  there  is  promise  of 
significant  returns  from  research  and  development  applied  to  their  tech¬ 
nology,  but  where  there  is  little  prospect  that  the  firms  in  the  industry,  acting 
alone,  will  do  the  job  that  is  needed.  The  development  and  improvement 
of  technical  information  services  would  also  be  supported.  Grants  would 
be  made  to  industry  research  associations  or  industrially  oriented  develop¬ 
ment  institutions,  to  encourage  technical  work  which  is  not  called  forth  in 
adeouate  ouantitv  by  the  prospect  of  private  profit  because  the  results  must 
be  shared  with  firms  not  supporting  the  research,  and  to  provide  research 
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Chapter  3 

Fiscal  Policy  In  Perspective 


Tax  revision  is  the  principal  instrument  of  U.S.  economic  policy  to 
achieve  prosperity  and  more  rapid  economic  growth  in  the  mid-1960’s. 
The  nature  of  that  revision  and  the  means  by  which  it  will  accomplish  its 
i  I  objectives  have  been  described  in  the  preceding  chapter. 

The  aim  and  expectation  of  this  program  is  to  restore  full  prosperity, 
which,  in  the  last  analysis,  is  the  only  sure  path  to  budgetary  balance. 
Since  this  will,  at  least  temporarily,  involve  large  budgetary  deficits,  it  is 
important  also  to  examine  what  deficits  mean  in  modern  economic  society. 
Government  deficits  are  not  a  new  fiscal  experience  for  Americans.  The 
first  part  of  this  chapter  review's  several  relevant  aspects  of  that  experience, 
and  in  particular  distinguishes  tw'o  kinds  of  deficits  and  their  economic 
effects — deficits  that  grow  passively  out  of  economic  recession  or  inadequate 
growth,  and  deficits  that  grow  out  of  positive  fiscal  action,  such  as  tax  re¬ 
duction,  to  invigorate  the  economy.  The  perspective  is  further  widened  by 
placing  the  Federal  deficit  or  surplus  in  the  context  of  balancing  and  off-  » 
setting  deficits  and  surpluses  in  the  other  major  sectors  of  the  national 
economy. 

Since  deficits  increase  the  national  debt,  it  is  important  also  to  appraise 
that  debt  in  relation  to  the  Nation’s  wealth  and  the  Nation’s  income.  The 
national  balance  sheet  allows  us  to  view  the  Federal  debt  as  one  of  a  set 
of  interrelated  assets  and  liabilities. 

Expansionary'  tax  policy  must  be  considered  also  in  tenns  of  the  pos¬ 
sible  effects  it  may  have  on  the  stability  of  our  price  level.  Not  only  is 
inflation  unjust  and  disruptive,  but  it  would  interfere  with  our  progress 
toward  achieving  balance  in  our  international  financial  accounts. 

These  arc  some  of  the  problems  discussed  in  this  chapter.  They  are 
problems  which  have  been  considered  at  length  in  the  technical  literature 
of  finance  and  economics.  But  they  become  problems  for  all  Americans  ^ 
to  consider  as  the  Nation  prepares  to  take  bold  steps  to  invigorate  its  econ¬ 
omy — steps  involving  large  interim  Federal  deficits.  Both  experience  and 
analysis  confirm  that  this  positive  use  of  fiscal  policy  in  1963  will  make 
a  significant  contribution  to  the  achievement  of  our  employment  and  growth  ^ 
goals  and  incur  minimum  risks  of  interfering  with  continued  price  stability 
and  progress  toward  balance  of  payments  equilibrium.  i 
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THE  FEDERAL  BUDGET  IN  A  CHANGING  ECONOMY 


PASSIVE  FISCAL  POLICY  AND  AUTOMATIC  STABILIZATION 
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Any  weakening  in  private  spending  will  reduce  incomes,  causing  tax 
revenues  to  fall  and  transfer  payments  to  rise.  Thus  disposable  incomes 
will  decline  less  than  pre-tax  incomes,  and  will  be  partly  cushioned  against 
the  decline  in  private  demand.  In  effect,  the  impact  of  the  decline  in 
private  income  is  shared  with  the  Federal  Government,  which  does  not 
shrink  its  purchases  when  its  income  falls.  The  greater  the  extent  to 
which  a  fall  in  government  revenues  cushions  the  decline  in  private  incomes, 
the  less  the  flow  of  spending  for  output  will  be  curtailed. 

Automatic  stabilization  operates  in  reverse  when  private  demand  in¬ 
creases.  Additional  income  is  generated,  but  part  of  it  is  siphoned  out  of 
the  spending  stream  in  higher  tax  payments  and  low'er  transfers.  Dis¬ 
posable  incomes  therefore  rise  less  than  incomes  before  taxes,  and  the  spend¬ 
ing  and  re-spending  is  limited  and  damped. 

Thus  the  tax-and-transfer  response  narrows  fluctuations  in  income  caused 
by  irregularities  in  the  strength  of  demand.  The  sharper  the  response  of 
tax  collections  to  changes  in  GNP,  the  stronger  the  stabilization  effect.  Al¬ 
though  the  tax-and-transfer  response  cannot  prevent  or  reverse  a  move¬ 
ment  in  GNP,  it  can  and  does  limit  the  extent  of  cumulative  expansions 
and  contractions.  At  least  with  respect  to  contractions,  this  is  clearly  an 
important  service  to  the  economy. 

.Automatic  fiscal  stabilizers  have  made  a  major  contribution  in  limiting 
the  length  and  severity  of  postwar  recessions.  Each  of  the  four  postwar 
recessions — 1948-49,  1933-54,  1957-58,  and  1960-61 — has  been  both  short 
and  mild.  The  decline  in  real  GNP  from  its  peak  to  its  trough  has  ranged 
from  a  high  of  4.4  jXTcent  in  1957-58  to  a  low  of  2.1  percent  in  1960-61, 
and  the  duration  of  the  recessions  has  varied  from  9  to  13  months.  Chart  8 
demonstrates  that  changes  in  disposable  personal  income  from  quarter  to 
quarter  have  been  much  smaller  than  changes  in  GNP.  Although  GNP 
changes  were  frequently  negative  (in  each  of  the  postwar  recessions), 
disposable  income  fell  in  only  one  quarter  in  the  entire  postwar  period. 
This  relative  stability  of  personal  dispo.sable  income  has  been  mainly  due 
to  the  automatic  fiscal  stabilizers,  together  with  the  tendency  of  corpora¬ 
tions  to  maintain  their  dividends  at  the  expense  of  retained  earnings  during 
recessions.  The  maintenance  of  disposable  incomes  has  prevented  sharp 
declines  in  consumer  expenditures.  The  resulting  stability  in  markets  for 
consumer  goods,  which  constitute  by  far  the  largest  component  of  final 
demand,  has  prevented  any  drastic  collapse  in  business  investment  in 
fixed  capital. 

Automatic  fiscal  stabilizers  increase  the  stability  of  the  economy.  Sta¬ 
bility  is  a  desirable  thing  for  an  economy  that  is  balanced  where  it  wants  to 
be.  Thus,  an  economy  operating,  on  the  average,  at  high  levels  of  output 
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CHART  8 


Quarterly  Changes  in  Gross  National  Product 
and  Disposable  Personal  Income 


1953  1955  1957  1959  1961 

1/  SEASONALLY  ADJUSTED  ANNUAL  RATES. 

2/  PERSONAL  INCOME  LESS  PERSONAL  TAXES. 

SOURCES;  DEPARTMENT  OF  COMMERCE  AND  COUNCIL  OF  ECONOMIC  ADVISERS. 

and  employment  benefits  from  a  tax-and-transfer  system  highly  responsive 
to  changes  in  output  and  income,  as  a  cushion  against  sharp  movements 
of  aggregate  demand  either  toward  inflation  or  toward  recession. 

How'ever,  in  the  present  situation — with  the  American  economy  laboring 
for  over  five  years  well  below  its  potential  rate  of  output — automatic  sta¬ 
bilization  becomes  an  ambiguous  blessing.  The  protection  it  gives  against 
cumulative  downward  movements  of  output  and  employment  is  all  the 
more  welcome.  But  its  symmetrical  “protection”  against  upward  move¬ 
ments  becomes  an  obstacle  on  the  path  to  full  employment,  throttling  ex¬ 
pansion  well  before  full  employment  is  reached. 

Under  such  conditions,  high  employment  can  be  restored — as  is  being 
proposed  under  the  1963  tax  program — by  a  reduction  in  taxes.  When  this 
is  done  the  need  is  not  primarily  to  lessen  the  responsivenc'ss  of  tax  receipts 
to  changes  in  GNP.  Rather  the  whole  schedule  of  taxes  should  be  low¬ 
ered — so  that,  at  any  given  GNP,  taxes  siphon  off  less  private  purchasing 
power — while  leaving  the  response  of  tax  receipts  to  chan<^fs  in  GNP  about 
as  great  as  before.  To  be  sure,  it  is  almost  impossible  to  lower  taxes  with¬ 
out  lessening  to  some  degree  their  sensitivity  to  changes  in  GNP.  But  the 
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purpose  of  such  a  change  should  be  to  lower  the  level  of  taxes — and  hence 
their  persistent  drag  on  purchasing  power — rather  than  to  reduce  their 
automatic  countercyclical  response. 

TAX  CUTS  TO  AID  RECOVERY 

Just  as  we  have  had  postwar  experience  with  automatic  stabilization,  we 
have  had  experience  w’ith  active  tax  cuts  which  served  positively  to  increase 
demand.  These  experiences  are  of  interest  in  the  present  context. 

In  two  of  the  postwar  recessions — 1948-49  and  1953-54 — tax  cuts 
helped  to  check  the  decline  and  to  spur  the  ensuing  recovery.  Neither  of 
the  tax  cuts  is  an  example  of  deliberate  countercyclical  fiscal  action,  but 
both  had  important  expansionary  effects  which  came  when  they  were 
needed. 

Under  the  Revenue  Act  of  1948,  which  was  passed  by  the  Congress  in 
.\pril,  taxes  were  reduced  by  $4.7  billion.  While  at  the  time,  the  tax 
cut  appeared  inappropriately  timed — few  observers  were  predicting  re¬ 
cession — when  the  recession  of  1949  in  fact  occurred,  it  turned  out  to  be 
fortunate  that  the  tax  cut  had  been  legislated.  The  cut  was  retroactive  to 
January  1,  1948,  and  as  a  result  refunds  were  exceptionally  large  in  mid- 
1949.  The  upturn  began  in  October  1949.  In  addition  to  the  tax 
cut.  there  was  a  significant  increase  in  Federal  expenditures  in  late  1948 
associated  with  the  introduction  of  the  Marshall  Plan.  This  also  helped 
to  mitigate  the  recession.  The  economy  was  further  stimulated  in  the 
expansion  phase  by  the  heavy  increases  in  placement  of  militar\’  orders 
associated  with  the  Korean  War,  which  began  in  June  1950.  As  a  result  of 
the  tax  cut  and  the  increased  expenditures,  together  with  the  effects  of 
the  automatic  stabilizers,  the  recession  was  short  and  mild,  and  the  ensuing 
expansion  was  strong.  By  the  first  quarter  of  1951,  unemployment  had 
been  reduced  to  3.5  percent  of  the  labor  force. 

.As  a  result  of  the  rapid  expansion,  by  the  second  quarter  of  1950,  Fed¬ 
eral  tax  liabilities  as  shown  in  the  national  income  accounts  had  risen  sub¬ 
stantially  above  the  levels  that  prevailed  at  the  time  taxes  were  cut  in  the 
second  ejuarter  of  1 948. 

Taxes  also  were  cut  during  the  recession  of  1953-54.  Effective  January 
1,  1954,  the  excess  profits  tax  was  repealed,  and  personal  income  tax  rates 
were  reduced.  Excise  taxes  were  reduced  on  April  1,  and  further  tax  re¬ 
ductions  for  both  individuals  and  corporations  were  embodied  in  the  In¬ 
ternal  Revenue  Code  of  1954.  These  measures  are  estimated  to  have 
leduced  Federal  revenues  by  about  $6.1  billion  (seasonally  adjusted  annual 
rate)  in  the  first  half  of  1954.  Further  cuts  which  went  into  effect  later 
brought  the  revenue  loss  on  a  full-year  basis  to  about  $7.4  billion.  These 
cuts  in  personal  and  corporate  income  and  excise  taxes  were  partially  offset, 
however,  by  an  increase  of  about  $1.4  billion  (annual  rate)  in  OASI  con¬ 
tributions,  which  became  effective  on  January  1,  1954.  For  the  most  part. 
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the  tax  reductions  in  1954  were  part  of  a  program  of  tax  reform  and  were 
not  viewed  primarily  as  fiscal  policy  measures  aimed  at  countering  the  re¬ 
cession.  Yet  as  a  result  of  the  tax  cuts  that  became  effective  at  the  beginning 
of  1954,  disposable  personal  income  and  personal  consumption  expenditures 
turned  up  in  the  first  quarter,  while  personal  income  and  GNP  were  still 
declining.  It  is  generally  agreed  that  the  recession  ended  in  August.  Tax 
reduction,  together  with  an  easy  monetar)’  policy  which  made  a  plentiful 
supply  of  funds  available  to  finance  a  strong  expansion  of  housing  and  auto¬ 
mobile  demand,  helped  to  shorten  the  recession  and  to  invigorate  the  ensuing 
expansion  which  brought  unemployment  down  to  4.2  percent  of  the  labor 
force  by  the  third  cjuarter  of  1955. 

As  a  result  of  the  expansion,  by  the  first  quarter  of  1955  total  Federal  tax 
liabilities,  as  shown  in  the  national  income  accounts,  had  risen  significantly 
above  the  level  that  prevailed  in  the  fourth  quarter  of  1953  before  the  tax 
cuts  were  put  into  effect. 

While  the  tax  cuts  of  1954  helped  considerably  in  rescuing  the  economy 
from  the  recession,  it  should  be  recognized  that  had  they  gone  into  effect 
earlier,  the  recession  of  195.3-54  might  have  been  completely  avoided. 
Government  expenditures  (principally  defense  sp<'nding)  were  cut  by 
nearly  $11  billion  between  mid-1953  and  mid-1954.  The  tax  cuts  took 
effect  6  months  after  expenditures  began  to  fall.  As  it  was,  fiscal  policy, 
taken  as  a  whole,  was  contractionary  in  this  period  and  w’as  a  major  cause 
of  the  recession.  The  Federal  deficit  as  shown  in  the  national  income  and 
product  accounts  was  $7.0  billion  (seasonally  adjusted  annual  rate)  in  the 
second  quarter  of  1953  when  the  recession  began.  By  the  fourth  quarter 
the  operation  of  the  automatic  stabilizers  associated  with  the  decline  in 
economic  activity  had  increased  the  deficit  to  $11.8  billion  despite  sig¬ 
nificant  cuts  in  expenditures.  The  deficit  dropped  to  $10.6  billion  in  the 
first  quarter  of  1954,  and  as  a  result  of  sharp  cuts  in  expenditures,  to  $5.4 
billion  in  the  second  quarter  despite  the  tax  reductions  that  went  into 
effect  in  the  first  half  of  1954. 

Private  scholars  who  have  studied  the  period  have  estimated  that  if  the 
economy  had  continued  to  operate  at  the  same  rate  of  unemployment  that 
prevailed  in  the  second  quarter  of  1953,  the  budget  deficit  would  have 
dropped  from  $7.0  billion  in  that  quarter  to  $3.8  billion  in  the  fourth 
quarter  of  1953  and  would  have  shifted  to  a  surplus  of  $3.0  billion  by  the 
second  quarter  of  1954.  This  represents  a  shift  of  $10  billion  between 
the  peak  of  the  previous  recovery'  and  the  trough  of  the  recession.  It 
is  an  approximate  measure  of  the  net  contractive  effect  of  active  fiscal 
policy  during  this  period. 

FISCAL  POLICY  IN  THE  19  30’s 

During  the  1930’s,  America  had  its  longest  uninterrupted  experience  with 
budget  deficits.  Their  persistence,  their  relatively  large  size  in  comparison 
with  GNP,  and  their  association  with  an  unprecedented  unemployment 
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rate  (averaging  18.2  percent  from  1930-39)  have  sometimes  been  inter¬ 
preted  as  demonstrating  the  futility  of  expansionary  fiscal  policy. 

The  1930’s  were  a  tragic  period  in  the  Nation’s  history.  The  “Great 
Depression,”  the  causes  of  which  are  still  not  fully  diagnosed,  produced  a  tre¬ 
mendous  “gap”  between  actual  and  potential  output — not  the  6  percent 
average  of  recent  years  but  about  40  percent  during  much  of  the  period. 
In  such  an  abnormal  situation,  it  is  perhaps  too  much  to  expect  that  fiscal 
policy  alone  could  have  fully  offset  a  prolonged  failure  of  the  private  econ¬ 
omy  to  generate  strong  expansionary  forces. 

But  in  fact,  active  fiscal  policy  was  not  employed  vigorously,  consistently, 
or  with  proper  timing.  And  whatever  constructive  impact  fiscal  policy  may 
have  had  was  largely  offset  by  restrictive  monetary  policies  and  by  institu¬ 
tional  failures — failures  that  could  never  again  occur  because  of  fundamental 
changes  made  during  and  since  the  1930’s. 

Briefly  summarized,  the  facts  are  these : 

( 1 )  Fiscal  policy  was  moderately  expansionary  for  the  decade  as  a 
whole.  Federal  expenditures  increased  substantially,  adding  to 
total  demand.  But  most  of  the  effect  of  this  expenditure  growth 
was  offset  by  a  series  of  very  heavy  tax  rate  increases,  especially  in 
the  Revenue  Acts  of  1932  and  1936.  Federal  revenues  increased 
by  77  percent  over  the  decade  even  with  a  terribly  depressed  tax 
base.  If  the  unemployment  rate  had  stayed  at  the  1929  level, 
revenues  would  have  more  than  doubled.  The  Federal  budget 
changed  from  a  surplus  of  slightly  over  $1  billion  in  1929  to  deficits 
that  would  have  averaged  less  than  $1  billion  over  the  decade  had 
unemployment  been  at  the  same  level  as  in  1929.  Of  course, 
because  of  the  collapse  of  the  revenue  base,  actual  deficits  were 
much  larger ;  but  these  were  partly  the  passive  product  of  depres¬ 
sion  and  partly  the  reflection  of  an  actively  expansionary  policy. 

(2)  At  two  crucial  periods,  fiscal  policy  shifted  sharply  in  a  contrac¬ 
tionary  direction:  in  1932-33,  and  again  in  1937-38.  In  the 
first  period  the  contractionary  policy  coincided  with  and  intensified 
the  monetary  collapse,  and  in  the  second  choked  off  the  1937 
recovery. 

(3)  State  and  local  government  budgets  were  then  much  larger  than 
the  Federal  budget,  and  they  were  changed  in  a  highly  restrictive 
manner,  shifting  from  a  deficit  in  1929  to  surpluses  after  1934. 

(4)  Unemployment  melted  away  very  rapidly  when  military  needs 
began  in  1941  to  lead  to  large  budget  deficits.  Of  course,  as  these 
expenditures  and  deficits  grew  during  the  war,  they  not  only  re¬ 
stored  full  employment  but  became  a  serious  inflationary  danger. 
But  this  wartime  overdose  of  expan.sionarv’  fiscal  medicine  should 
not  obscure  the  fact  that  more  moderate  dosages  in  the  early 
stages  quickly  solved  an  unemployment  problem  which  had  seemed 


insoluble  for  10  years.  This  was  not  because  the  expenditures 
happened  to  be  military  in  nature — any  expenditures,  private  or 
public,  on  the  same  scale  would  have  expanded  demand  and  put 
men  back  to  work. 

.SOME  CONCLUSIONS  FROM  PAST  EXPERIENCE 

Several  conclusions  emerge  from  the  preceding  review. 

The  automatic  stabilization  which  our  present  fiscal  system  provides  is  a 
powerful  weapon  to  damp  cyclical  movements  of  output  and  employment. 
It  is  one  of  the  factors  that  has  kept  the  U.S.  economy  free  from  major 
depressions  in  the  postwar  period. 

The  postwar  record  shows  that  deliberate  tax  cuts  can  have  a  counter¬ 
cyclical  impact,  encouraging  recovery'  by  stimulating  private  demand. 
The  expierience  reviewed  above  shows  how  in  two  cases  tax  reduction 
contributed  in  this  manner  to  recovery’  from  recession.  The  fact  that 
these  tax  changes  came  at  times  when  they  helped  to  check  recession 
and  encourage  recovery  was,  however,  largely  accidental. 

The  1948  tax  reduction  was  intended  as  a  permanent  one,  reflecting  the 
postwar  decline  of  military  expenditures.  The  1954  tax  cuts  were  also  in¬ 
tended  as  a  permanent  adjustment  to  the  sharp  reductions  in  government 
expenditures  at  the  end  of  the  Korean  emergency.  But  a  recession  will  not 
always  coincide  with  the  need  for  permanent  tax  reduction.  The  tempo¬ 
rary  fluctuations  in  private  demand  that  are  commonly  responsible  for 
cyclical  movements  in  business  activity  thus  may  call  for  temporary  adjust¬ 
ments  in  fiscal  policy  that  can  be  reversed  as  the  need  for  them  recedes. 

Last  year  the  President  proposed  two  measures  for  greater  fiscal  flexibility 
to  meet  recessions.  These  were  (a)  a  proposal  that  the  Congress  grant  to 
the  President  limited  authority  to  initiate  temporary  reductions  in  personal 
income  tax  rates,  subject  to  Congressional  approval;  and  (b)  a  proposal 
that  the  Congress  give  the  President  stand-by  authority  to  accelerate  and 


Table  10. — Federal  Governmrnt  mrplus  or  deficit:  Comparison  of  estimate  and  actual, 

fiscal  years  1958-63 

[Millions  of  dollars] 


Fiscal  year 

Date  of 
estimate  ' 

Administrative  budget 
surplus  or  deficit  (— ) 

Estimate  ' 

.Vctual  ’ 

1958-63  aver  '.,re . 

1,411 

-.5.511 

19.58 . . . 

1959 . . . 

1957 

19.58 

1,813 

466 

-2.819 
-12. 427 

i960 . 

19.59 

70 

1,'224 

1961 . . . 

1960 

4,184 

-3, 8.56 

1962 . . . 

1961 

1,468  i 

-6. 378 

1963 . 

1962  1 

1 

463 

3-8,811 

•  Estimate  in  Hudiiet  doeument  issued  in  Januiiry  of  year  indicated. 

*  .\ctual,  except  for  1963. 

>  Estimate,  January  1963. 

Source:  Hureau  of  the  Budget. 
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initiate  appropriately  timed  public  capital  improvements  in  times  of  serious 
unemployment.  In  his  Economic  Report  the  President  has  reaffinned  his 
support  of  the  principle  underlying  these  two  proposals. 

A  weak  private  economy  can  generate  very  large  deficits  without  receiving 
a  positively  stimulating  effect  from  those  deficits.  The  large  passive  deficits 
of  the  1930’s  provide  examples.  More  recent  examples  appear  in  the  experi¬ 
ence  of  the  past  5  years.  Although  the  administrative  budgets  presented 
for  the  fiscal  years  1958-63  foresaw  a  surplus  in  every  year,  averaging  $1.4 
billion,  the  actual  outcome  has  been  a  deficit  in  all  but  one  of  these  years, 
averaging  $5.5  billion.  This  record  is  sunnnari/cd  in  Table  10.  I'he  dis- 
cn'pancy  between  the  Administration’s  proposed  budget  and  the  actual  fiscal 
outcome  is,  of  course,  accounted  for  by  two  factors:  variance  between  actual 
and  anticipated  GNP,  and  Congressional  action  modifying  both  expendi¬ 
tures  and  taxes.  But  the  major  factor  explaining  these  discrepancies  was 
the  failure  of  the  economy  to  attain  the  GNP  that  had  been  anticipated. 

Passive  deficits  are  largest  when  the  economy  experiences  recession.  A 
recession  which  would  reduce  the  expected  GXP  gains  in  fiscal  year  1964  by 
even  $15  billion  below  what  they  would  otherwise  be  would  add  almost  $5 
billion  to  the  deficit. 

The  experience  of  the  last  few  years  should  make  it  clear  that  merely  to  in¬ 
cur  deficits  is  not  an  appropriate  objective  of  policy.  For  it  is  not  the  defi¬ 
cits  as  such  that  provide  stimulus.  Only  reductions  in  tax  rates  or  increases 
in  expenditures  have  an  actively  stimulating  role.  The  passive  deficits 
which  are  the  product  of  recession  or  slack,  however,  have  a  valuable  cush¬ 
ioning  function.  Nevertheless,  it  is  an  appropriate  objective  of  policy  to 
eliminate  the  deficits  that  are  the  product  of  a  recession  or  a  sluggish  econ¬ 
omy- -because  of  the  human  and  economic  waste  that  is  involved  in 
recessions  and  slack.  The  proper  objectives  of  policy  are  full  employment 
and  growth,  and  recessions  and  slack  arc  the  opposites  of  these. 

It  is  clear  that  the  deficit  which  a  slack  economy  or  recession  produces 
cannot  realistically  be  eliminated  by  raising  tax  rates  or  by  reducing  govern¬ 
ment  expenditures.  Its  source  is  not  excessive  spending  or  tax  rates  that  are 
too  low.  The  attempt  to  eliminate  a  deficit  by  these  means  would  be  largely 
self-defeating.  Such  a  policy  would  be  disastrous  for  employment,  incomes, 
profits;  the  deficit  would  remain;  and  the  role  of  the  dollar  as  an  interna¬ 
tional  currency  would  be  undermined. 

Expenditures  that  are  wasteful  or  represent  improper  fields  for  govern¬ 
ment  action  (something  which  only  the  public,  acting  through  elected  rep¬ 
resentatives,  can  detennine)  should  surely  be  eliminated.  But  unless  taxes 
were  simultaneously  reduced  by  more  than  expenditures  decline,  the  effect 
would  be  contractionary  on  the  economy.  The  beneficial  effect  on  incen¬ 
tives  through  lower  tax  rates  might  be  more  than  offset  by  a  net  loss  in 
demand.  A  cut  in  expenditures  reduces  market  demand  directly  by  the  full 
amount  of  the  cut,  while  an  equal  reduction  in  taxes  expands  market  de- 
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inand  by  a  smaller  amount,  because  a  part  of  the  reduction  will  be  added  to  I 
personal  and  business  saving.  ^ 

Deficits  that  result  from  recession  or  slack  can  be  eliminated  only  by 
restoring  and  maintaining  a  vigorous,  rapidly  growing  economy.  If  the  ^ 
tax  system  imposes  an  excessive  drag  on  the  economy — through  its  effects 
on  purchasing  power  and  on  incentives — tax  rates  may  be  too  high  relative 
to  expenditures,  even  though  the  budget  is  in  deficit.  Thus,  tax  revision,  ' 
involving  both  reduction  and  reform,  can  not  only  provide  stimulus  for 
growth  and  prosperity,  but  can  even,  as  a  result,  balance  the  budget  or 
produce  surpluses.  Recession  and  slack  generate  deficits;  prosperity  and 
growth  balance  budgets. 

The  reciprocal  relationships  among  surpluses  and  deficits  in  the  Federal 
budget  and  the  strength  of  the  private  economy  can  be  clarified  by  examin¬ 
ing  the  counterparts  of  the  Federal  budget  for  the  other  sectors  of  the 
economy.  ^ 

DEFICITS  AND  SURPLUSES — PRIVATE  AND  PUBLIC 

For  the  economy  as  a  whole,  expenditures  on  final  output  in  any  past 
period  must  necessarily  add  up  to  the  value  of  total  gross  product  or  income. 
Therefore,  if  any  one  sector  in  the  economy  has  incurred  a  deficit  by  spend¬ 
ing  more  than  it  has  received  in  income,  some  other  sector  must  have  in-  ^ 
curred  a  surplus  by  spending  less  than  it  has  received.  Putting  it  differently, 
the  sum  of  all  sectoral  deficits  must  be  identical  with  the  sum  of  all  surpluses. 
The  problem  is  to  maintain  a  relationship  between  the  deficits  and  surpluses 
of  the  various  sectors  that  will  permit  this  balance  to  be  reached  at  a  satis¬ 
factory  level  of  economic  activity — and  without  a  prolonged  succession  of 
government  deficits.  The  interrelationship  between  the  levels  of  surplus 
and  deficit  of  various  sectors  in  the  economy  has  been  tabulated  in  the  ^ 
President’s  Economic  Report  each  year  since  1947.  It  gives  an  interesting  ^ 
insight  into  the  cyclical  behavior  of  the  economy  and  places  fluctuations  in  j 
the  Federal  deficit  or  surplus  in  better  perspective. 

A  Federal  deficit  on  national  income  account  means  that  the  Govern¬ 
ment's  injections  into  the  stream  of  income  and  expenditures  through  pur¬ 
chases  of  goods  and  ser\ices  and  transfer  payments  exceed  its  withdrawals  j 
through  taxes  and  social  insurance  contributions.  Conversely,  a  surplus 
means  that  its  withdrawals  exceed  its  injections.  (The  way  in  which  the 
Government  uses  its  surplus  or  finances  its  deficit  may  have  an  important 
bearing  on  the  level  of  business  or  even  consumer  expenditure.  These 
transactions  on  asset  account  are  not  explicitly  treated  in  the  present  anal¬ 
ysis,  but  these  vital  considerations  of  financial  policy  are  dealt  with  elsewhere  y 
in  this  Report.^ 

For  consumers,  receipts  of  disposable  income  are  withdrawals,  and  out¬ 
lays  for  consumption  represent  injections.  Expenditures  on  residential 
construction,  though  usually  treated  in  the  national  income  accounts  as 
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business  investment,  are  here  assigned  to  the  consumer  sector,  and  deprecia¬ 
tion  charges  on  residential  property  are  treated  accordingly  as  gross  con¬ 
sumer  saving. 

State  and  local  governments,  as  the  Federal  Government,  withdraw 
purchasing  power  from  the  income  stream  through  taxes,  and  inject  it  by 
purchases  of  goods  and  services  and  by  transfer  payments.  The  concept 
of  surplus  and  deficit  is  the  same  as  for  the  Federal  Government.  In  the 
case  of  the  foreign  sector,  imports  of  goods  and  services  drain  purchasing 
power  away  to  other  countries,  while  exports  of  goods  and  services  for 
which  payments  must  be  made  to  the  United  States  constitute  injections. 

For  business  firms,  retained  earnings  and  depreciation  allowances  (gross 
saving)  are  withdrawals  from  the  gross  income  stream,  while  expenditures 
for  fixed  and  inventory  investment  are  injections.  A  “deficit,”  in  these 
terms,  exists  if  investment  exceeds  gross  saving.  Thus  defined,  a  “deficit” 
on  capital  account  docs  not  mean  that  business  is  unprofitable — quite  the 
contrary.  Borrowing  to  finance  investment  in  productive  plant  and  equip¬ 
ment  that  yields  a  return  over  time  lies  at  the  heart  of  the  growth  process 
of  the  economy.  In  years  of  prosperity,  when  unemployment  is  low  and 
capacity  is  fully  utilized,  business  profits  are  high  and  the  saving  from  re¬ 
tained  earnings  and  depreciation  allowances  is  relatively  large.  But  in 
these  years,  the  inducement  to  invest  in  new  productive  facilities  is  so  strong 
that  it  substantially  outruns  even  the  large  supply  of  internal  saving. 

The  “budget”  of  the  consumer  sector  characteristically  shows  a  surplus — 
an  excess  of  disposable  income  plus  depreciation  of  houses,  over  the  com¬ 
bined  total  of  personal  consumption  expenditures  and  residential  construc¬ 
tion.  Indeed,  during  the  period  1947-62,  the  consumer  sector  was  in  sur¬ 
plus  in  every  year  except  1947.  The  average  surplus  in  that  period  was 
about  $6.5  billion. 

State  and  local  governments  have  had  deficits  in  8  out  of  the  last  9  years 
and  in  11  of  the  entire  16  years  under  review.  Their  deficits  have  been 
relatively  small,  averaging  a  little  less  than  a  billion  dollars  in  the  last  few- 
years.  The  foreign  sector  has  had  an  excess  of  current  purchases  from  the 
United  States  over  sales  to  the  United  States  in  9  of  the  16  years,  and  for 
the  whole  period  the  excess  of  purchases  averaged  a  little  less  than  a 
billion  dollars  a  year.  This  excess  of  purchases  is  a  deficit  for  purposes  of 
the  U.S.  national  income  accounts. 

Characteristically,  the  business  and  Federal  Government  sectors  combined 
show  a  deficit,  which  offsets  a  consolidated  surplus  in  the  remaining  sectors. 
However,  the  only  two  sectors  whose  deficits  and  surpluses  exhibit  fluctua¬ 
tions  clearly  related  to  changes  in  the  general  level  of  business  activity  are 
the  business  sector  and  the  Federal  Government.  Chart  9  shows  the  deficit 
or  surplus  in  the  Federal  national  income  accounts  budget  and  the  deficit 
or  surplus  of  the  business  sector  on  capital  account  for  each  year  from  1947 
to  1962.  The  chart  shows  clearly  that  movements  in  the  deficits  and  sur- 
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CHART  9 


Federal  Budget  and  Business  Capital  Account: 
Surpluses  or  Deficits 


i 

r 


BILLIONS  OF  DOLLARS 


\J  SURPLUS  OR  DEFICIT  (-)  ON  NATIONAL  INCOME  ACCOUNTS  BASIS. 

2J  EXCESS  OF  GROSS  RETAINED  EARNINGS  (EXCLUDING  DEPRECIATION  ON  NONFARM  RESIDENTIAL 

PROPERTY)  OVER  GROSS  PRIVATE  DOMESTIC  INVESTMENT  (EXCLUDING  RESIDENTIAL  CONSTRUCTION), 
OR  EXCESS  OF  GROSS  PRIVATE  DOMESTIC  INVESTMENT  OVER  GROSS  RETAINED  EARNINGS  (-). 

SEE  TABLE  C-7  FOR  DATA  AND  DEFINITIONS  OF  EARNINGS  AND  INVESTMENT 
SOURCES:  DEPARTMENT  OF  COMMERCE  AND  COUNCIL  OF  ECONOMIC  ADVISERS. 


pluses  of  these  two  sectors  bear  a  marked  inverse  relationship.  The  year- 
to-year  movements  of  the  deficits  or  surpluses  were  in  opposite  direction  for 
these  two  sectors  in  1 2  of  the  1 5  cases  shown.  > 

The  budget  of  the  business  sector  exhibits  surpluses  or  small  deficits  in 
years  of  recession  and  slack,  moves  toward  deficit  as  the  economy  expands, 
and  commonly  achieves  a  substantial  deficit  in  years  of  prosperity  and  low 
unemployment.  Consequently,  it  is  in  prosperous  years,  such  as  1947,  1948, 
1950,  1951,  1952,  1955,  1956,  and  1957,  that  the  business  sector  has  had 
large  deficits  on  capital  account.  It  is  in  those  years  that  business  raises  > 
large  amounts  of  funds  on  the  capital  market  and  uses  the  surpluses  of  other 
sectors.  On  the  other  hand,  when  there  is  substantial  unemployment  and 
unutilized  capacity,  as  in  the  recession  years  1949  and  1954  and  the  years 
1958-62,  the  inducement  to  invest  tends  to  be  so  weak  that  investment 


76 


spending  falls,  even  relative  to  the  reduced  levels  of  gross  retained  earnings, 
and  the  business  sector  budget  shows  only  a  small  deficit  or  even  a  surplus. 

The  Federal  budget  shows  a  reverse  pattern.  It  consistently  moves 
toward  a  surplus  as  the  economy  expands  and  toward  a  deficit  as  it  con¬ 
tracts.  These  movements  are  mainly  a  passive  result  of  the  operation  of 
the  automatic  fiscal  stabilizers,  though  they  reflect  also  active  measures  of 
fiscal  policy  aimed  at  minimizing  economic  fluctuations.  As  a  general  rule, 
the  Federal  Government  has  had  budget  surpluses  in  years  when  the  unem¬ 
ployment  rate  has  averaged  less  than  5  Vs  percent  of  the  labor  force  and 
budget  deficits  in  years  when  the  rate  has  exceeded  that  figure.  The  only 
exceptions  to  this  rule  between  1947  and  1962  were  the  years  1952  and 
1953  when  the  requirements  of  the  Korean  war  forced  very  high  military 
e.\penditures  in  a  time  of  prosperity  and  low  unemployment,  and  the  year 
1960  when  a  deliberate  contraction  of  Federal  expenditures  cut  short  re¬ 
covery  from  the  1957-58  recession  while  unemployment  was  still  high.  On 
the  other  hand,  in  years  when  unemployment  has  exceeded  5/2  percent,  the 
business  sector  has  had  an  average  deficit  of  less  than  $2  billion,  whereas  in 
years  in  which  unemployment  has  been  less  than  5/2  percent  the  business 
sector  deficit  has  averaged  $9  billion. 

It  is  evident  that  the  deficit  or  surplus  in  the  business  sector  is  related  to 
the  surplus  or  deficit  in  the  Federal  Government  sector.  More  important, 
it  is  a  major  determinant  of  the  total  level  of  expenditures  and  hence  of 
economic  activity.  When  capital  spending  is  sluggish,  the  over-all  level  of 
expenditure,  and  hence  income,  is  likely  to  be  unsatisfactory.  A  passive 
deficit  in  the  Federal  sector  will  occur.  But  this,  in  itself,  cannot  provide 
the  new  inducement  to  investment  that  will  restore  full  employment  and 
in  the  process  permit  the  Federal  Government  a  surplus  in  its  own  accounts. 

The  business  sector  cannot,  of  course,  be  expected  to  run  large  deficits 
merely  in  order  to  maintain  high  levels  of  economic  activity.  General 
economic  stabilization  is  a  responsibility  of  the  Federal  Government,  not 
of  private  business  organizations.  Unavoidable  fluctuations  in  private 
demand  make  it  almost  certain  that  the  Federal  budget  will  show  deficits 
in  some  years.  But  the  way  to  avoid  chronic  Federal  deficits  and  achieve 
surpluses  with  reasonable  frequency  is  to  pursue  active  Federal  policies — 
including  budget  and  tax  policies — designed  to  keep  the  economy  operating 
continuously  at  high  levels  of  employment  and  capacity  utilization. 


PROSPECTS  FOR  THE  FUTURE 

There  are  many  reasons  for  confidence  that,  once  full  employment  is 
restored  by  fiscal  action,  the  private  sectors  will  once  again  find  it  to  their 
advantage  to  increase  investment  and  incur  deficits  sufficient  to  generate  a 
balance  in  the  Federal  account — that  the  private  economy  will  find  new 
buoyancy  which  will  make  surpluses  possible  and  appropriate. 
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'I  hc  weakness  of  fixed  business  investment  in  recent  years  has  reflected— 
and  in  turn  reinforced  tlu'  slow  and  uncertain  growth  of  aggrefrate  de¬ 
mand.  Greater  utilization  of  existing  capacity  may  not  immediately  yield 
a  burst  of  investment  activity,  businesses  which  expanded  capacity  in 
IP.aa-.a?  in  the  expectation  of  expanding  markets  and  reaped  only  a  har¬ 
vest  of  higher  overhead  cc'sts  mav  be  hesitant  to  bet  again  on  sustained 
prosperity.  But  as  strong  markets  are  restored  and  maintaiiu'd.  business 
confidence  can  and  will  revive.  Private  investment  will  then  be  once 
again  the  primary  force  for  economic  growth.  Structural  factors  will  favor 
this  development.  For  example,  beginning  in  the  second  half  of  the  lOfiO's 
demographic  conditions  will  be  ripe  for  one  of  the  strongest  and  most  pro¬ 
longed  booms  in  residential  construction  this  country  has  ever  known. 
The  \ast  research  and  development  effort  of  .American  industry  will  yield 
new  techniejues  and  new  products  which  will  be  profitable  to  install  in 
steadily  expanding  markets. 

The  historical  record  of  the  .Arnericarr  econorrrv-  like  that  of  every  in¬ 
dustrialized  country — exhibits  an  irregular  scriuence  of  periods  of  strong 
and  buoyant  denrand.  alternating  witli  intervals  of  weakness  and  slack.  'I'he 
reasons  for  this  irregularity  are  rrtany:  massive  innovations  like  the'  auto¬ 
mobile  or  electrification,  the  (opening  or  closing  of  n<‘w  territories,  bursts 
of  population  growth,  the  temporary  drying-up  of  profitable  invest¬ 
ment  opportunities.  History  teaches  that  all  such  periods  end.  The  nat¬ 
ural  tendency  to  extrapolate  the  recent  past  ought  not  to  blind  us  to  the 
likelihood  that  the  weakness  of  the  past  fi'w  years  will  sooner  or  later  be 
transformed  into  strength.  But  if  we  fail  to  do  what  is  needed  now,  the 
transfomiation  mav  be  long  delayed. 


T.\X  REDl’CTION  .AND  THE  .N.ATION.Al.  DEBT 

Fax  reduction  in  196,'f  will,  as  indicated  previously,  lead  to  a  transitional 
increase  in  the  budget  deficit.  .As  a  result,  the  total  PA-deral  debt  will  rise 
by  an  estirrrated  $3.4  billion  in  the  fiscal  year  1963,  from  $298.6  billion  in 
June  1962  to  $304  billion  in  June  1963. 

The  significance  of  the  public  debt — and  its  increase  in  1963 — can  be 
best  understood  by  putting  the  debt  in  the  context  of  the  over-all  ecorrorny 
and  taking  into  account  the  development  over  time  of  both  the  debt  and  the 
economy. 

World  War  II  led  to  a  $211.9  billion  increase  in  total  Federal  debt  out¬ 
standing — frotrr  $47.6  billion  in  December  1939  to  $2.39.3  billion  in  De¬ 
cember  1946,  as  shown  in  'Fable  1  1.  By  December  1962,  the  debt  had  risen 
by  a  further  $4-f.3  billion.  Since  the  war,  its  size  relative  to  the  total  econ- 
orrry  has  declined  by  more  than  one-half :  the  ratio  of  the  debt  to  GNP  was 
123  percent  at  the  dost-  of  1946,  and  at  the  close  of  1962  it  was  33  jrercent. 
Fhe  decline  has  been  fairly  steady  and  has  continued  in  each  of  the  last  2 
years.  While  the  absolute  size  of  the  debt  will  again  increase  during  the 
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'I'^BLE  11. — Federal  debt  and  interest  payments  on  the  debt,  select'd  calendar  y'ars,  19V)-f)2 


Item 

1939 

j  1940 

1950 

1955 

U**50  ' 

19*52  > 

1 

Billions  of  dollars 

Feileral  ilebi:  * 

Total  > . 

47  6 

2.')9  5 

25fi  7 

2H0  H 

290  4 

304  (1 

lleM  by  the  imblic  < . 

3H  6 

20.')  3 

19*5.  7 

204  3 

207.9 

'  217  6 

Intere.iit  pavment.s  on  debt: 

Total  debt . 

1  0 

5.0 

.5  .  *5 

6.5 

'  9  3 

9  6 

Debt  held  by  the  piitille . 

.  H 

4  2 

4  3 

4  S 

6.  7 

6  9 

1 

Percent 

Debt  as  ixTcent  of  trross  national  iiroiliict : 

1  .54  9 

Total  debt . 

.V2  3 

lit  2 

2 

70  6 

.57.  7 

42  4 

97  4 

*■>9  I 

51  t 

41  3 

39  3 

Interest  payments  on  debt  as  [HTcent  of  national 

Income: 

Total  debt-  . 

1  4 

2  H 

2  3 

2  0 

2  2 

2  1 

l)ebt  held  by  the  public . 

i  11 

2  3 

1  s 

1.5 

1  6 

1  5 

'  rrellmliwry  *'stiiiiates  by  ('ouncil  of  Eiononilc  Ailviwrs. 

>  Amount  oiitstainllnK.  Pinl  of  rnleinlar  yoar. 

>  (iro^s  piitillc  'Iftit  anil  ifuarantiH'il  issufs  hoM  ()iitsiil«>  tlio  Treasury 

'  Total  less  ainount.s  lieM  liy  f  S.  (ioverntnent  investtnent  aceounts  ami  t>y  Fe'leral  Reserve  Hanks. 
Sources:  Treasury  Departnient,  I)e|)artinent  of  Coninierce,  ami  Council  of  Kcononiic  Ailvisc'rs. 

fiscal  year  1963.  it  will  continue  to  decline  relative  to  GNP;  the  growth  of 
1.8  jiercent  in  the  debt  will  be  less  than  the  exjx-cted  rise  of  4.3  percent  in 
GNP. 

The  absolute  amount  of  interest  [layments  sliown  in  the  administrative 
budget  has  risen  from  $,')  billion  in  the  calendar  year  1946  to  over  .S9 
billion  in  the  calendar  year  1962,  })rimarily  because  of  the  necessity  of 
refinancing  at  liigher  current  interest  rates  debt  incurred  during  World 
War  II.  Such  payments,  howi'ver.  have  declined  as  a  percentage  of 
national  income  and  as  a  percentage  of  total  Federal  expenditures  during 
the  postwar  period. 

Even  in  the  perspective  of  the  GNP,  figures  for  total  outstanding  Federal 
debt  and  gross  interest  payments  overstate  the  debt  “problem."  The  total 
outstanding  debt  includes  Federal  securities  held  by  the  U.S.  Government 
investment  accounts — such  as  the  social  security  trust  funds — and  by  the 
Federal  Reser\e  System.  Interest  payments  on  these  components  of  the 
debt  are,  in  effect,  internal  transfers  of  funds  within  the  Federal  Govern¬ 
ment  itself  and  do  not  involve  payments  to  the  public.  Moreover,  debt 
held  by  the  government  investment  accounts  and  the  Federal  Reserve 
does  not  pose  a  signiheant  problem  of  debt  management.  The  economically 
significant  concepts  are,  accordingly,  the  publicly  held  debt,  which  excludes 
these  components,  and  Federal  interest  payments  to  the  public,  which  ex¬ 
cludes  interest  transfers  within  the  Government. 

The  publicly  held  Federal  debt  was  .$217.6  billion  in  December  1962, 
compared  with  total  outstanding  Federal  debt  of  $304.0  billion.  In  the  cal¬ 
endar  year  1962,  net  Federal  interest  payments  to  the  public  were  .$6.9 
billion,  compared  with  the  .$9.6  billion  of  interest  shown  in  the  administra- 
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CHART  10 


Federal  Debt  Held  by  the  Public 
and  its  Relatian  to  Gross  National  Product 


tivc  budgrt.  From  1946  to  1962,  the  net  increase  in  the  publicly  held  debt 
was  $12.3  billion,  compared  with  the  increase  of  $44.5  billion  in  the 
total  outstanding  Federal  debt.  (See  Table  11  and  Chart  10.)  Net 
publicly  held  debt  p<'r  capita  fell  from  $1,450  in  1946  to  $1,170  in  1962. 

Since  1946,  State  and  local  governments  in  the  United  States  have  in¬ 
creased  their  net  indebtedness  hvefold — from  $13.6  billion  to  $72  billion, 
or  from  $96  to  $390  per  capita.  During  this  same  period,  total  net  private 
debt  increased  from  $154  billion  to  an  estimated  $672  billion.  Net  corporate 
j  debt,  accounting  for  one-half  of  this  total,  tripled  its  1946  level, 
while  individuals  and  noncorporate  business  increased  their  net  indebted¬ 
ness  by  over  hvefold  during  this  period.  (See  Appendi.x  C,  Table  51.) 

Whether  the  increases  in  indebtedness  in  these  sectors  were  wise  or  fool¬ 
ish  depends  not  on  the  mere  fact  of  an  increase  in  their  debt,  but  on  the 
purposes  achieved  and  on  the  future  prospects  of  the  individuals  or  organ- 
,  izations  assuming  the  debt  obligations.  For  the  Federal  Government,  these 
same  guides  underlie  our  judgment  as  we  decide  whether  an  increase  in  the 
debt  is  appropriate.  Federal  expenditure  programs  must  be  rigorously 
judged  on  their  merits.  'I'he  decision  as  to  the  appropriate  method  of 
financing  them,  however,  should  be  based  on  the  Nation's  economic  condi¬ 
tion,  not  on  the  object  of  the  expenditure.  In  this  respect  the  public  debt 
)  is  uniejue. 

FEDERAL  DEBT  AND  NATIONAL  WEALTH 

Our  national  wealth  consists  of  real  objects  which  yield  direct  services 
j  to  us  (such  as  the  family  automobile)  or  enable  us  to  produce  more  or  better 
goods  and  services  the  machines  in  a  factors-).  It  also  includes  the 
!  amount  by  which  Americans'  claims  on  foreigners  exceed  foreigners'  claims 
I  against  Americans. 

The  measured  national  wealth,  together  with  the  skills  and  efforts  of 
our  labor  force,  constitutes  the  productive  capacity  of  the  American  econ¬ 
omy,  the  source  of  each  year's  output.  In  turn,  the  portion  of  annual 
I  output  devoted  to  net  investment  etjuals  the  yearly  addition  to  our  national 
wealth — in  the  form  of  productive  equipment,  plants,  houses,  schools,  post 
I  offices,  and  so  on.  The  national  wealth  grows  rapidly  in  prosperous  years 
when  investment  is  high  and  slowly  in  years  of  recession  and  slack.  Thus, 
Table  12  shows  that  during  the  depressed  1930’s  national  wealth  actually 
declined;  during  both  the  prosperous  1920's  and  1950's  it  increased 
substantially. 

If  our  public  debt  were  owned  by  foreigners,  it  would  be  a  deduction 
from  our  national  wealth  and  would  place  a  direct  burden  on  our  economy 
by  requiring  us  to  export  part  of  our  total  output  to  cover  interest  and 
amortization.  But  our  public  debt  is  nearly  95  percent  internally  held. 
[  Public  debt  held  by  Americans  neither  directly  increases  nor  directly  reduces 
i  national  wealth.  Also,  it  is  not  directly  related  to  the  asset  holdings  of 
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Table  12. — Civilian  national  Health,  selected  years,  1900-58 
(Billions  of  dollars,  1947-49  prices] 


1 

End  of  your 

N'atioiml  wcallli  ' 

Net  foreign 
as<«‘fs 

Total 

Prlx-aloly 

owned 

Publicly  1 
owned 

1900 . - 

314  6 

292. 0 

22.6 

-6.« 

1912 . 

464  7 

423.  5 

41.2 

-4  8 

1922- . 

.588.2 

.532.  5 

.55.7 

12.0 

1929 . 

778.  0 

7(H).  2 

77.8 

18  2 

1933 . 

742.2 

644.  7 

97.5 

1.5  8 

1939 . 

748  4 

623.  2 

12.5.2 

3  1 

1945  » .  . 

7t)3.  7 

628.  5 

13.5  2 

1  2 

1945  > . . 

788.  4 

647.  1 

Ml  3 

-2  7 

1946 . 

812.  H 

671.7 

Ml. 2 

3  0 

1950 . 

iM9  1 

790  6 

1.58.  5 

12  0 

1954 . 

1.086.3 

907.  8 

178.5 

12  8 

1958 . 

>  1.244.5 

1  \AH\.  7  1 

1 

202.  8 

18  9 

>  Inclinles  net  tangible  wealth  and  net  foreign  assets;  excludes  military  ass»*ts. 

»  Two  estimates  for  1945:  the  first  comparahle  with  data  for  earlier  years  and  the  second  comparable  w  ith 
data  for  later  years, 
i  Total  In  19.58  prices  Is  $1,702.8  billion. 

Source:  Raymond  W.  OoMsmith,  The  Satinnal  Health  of  the  L'nited  Statet  in  the  /‘ostirar  I'eriod 


the  Government — although  it  may  be  noted  that  a  recent  report  of  the  House 
Government  Ojjerations  Gomniittee  estimates  that  the  total  wealth,  includ¬ 
ing  military  assets,  owned  by  the  U..S.  Government,  exceeds  its  debt. 

The  tax  program  that  is  being  proposed  for  enactment  this  year  will  brine 
about  an  increase  in  investment,  both  by  raising  demand  and  reducine 
excess  capacity  and  by  increasing  incentives  and  the  availability  of  funds. 
Thus,  it  will  increase  the  accumulation  of  real  capital  and  add  to  our 
national  wealth. 

Under  other  circumstances,  of  course,  a  fiscal  policy  which  involved  an 
increase  in  the  public  debt  might  operate  to  reduce  real  investment  and 
retard  the  growth  of  national  wealth.  For  example,  when  emplovTiient 
is  high  and  demand  is  pressing  against  capacity,  deficit  financing  of  public 
noninvestment  expenditures  may  contribute  to  inflation  or  raise  interest 
rates  and  thereby  depress  private  capital  formation.  Changes  in  national 
debt,  therefore,  bear  no  simple  relation  to  changes  in  national  wealth.  .An 
increase  in  national  debt  may  indirectly  spur  the  growth  of  wealth  under 
some  conditions  and  stifle  it  under  other  conditions. 

THE  BURDEN  OF  THE  PUBLIC  DEBT 

An  understanding  of  the  relation  between  national  debt  and  national 
wealth  helps  to  place  the  proble.n  of  debt  burden  in  further  perspective. 
In  what  respects  can  it  be  said  that  public  debt  imposes  a  burden  on  either 
present  or  future  generations? 

1.  As  indicated  above,  the  kind  of  fiscal  policies  we  follow-  can  either 
increase  or  decrease  the  living  standards  of  future  generations  by 
affecting  the  stock  of  wealth  we  bequeath  to  them.  But,  clearly, 
the  tax  program  being  proposed  for  enactment  in  1963,  which 


encourages  both  high  ein{)loyment  and  high  capital  formation 
for  economic  growth,  will  benefit  future  generations  as  well  as 
our  own.  It  will  do  so  even  though  it  results  in  some  increase 
in  the  public  debt. 

2.  At  full  emjiloMnent,  an  in(  rease  in  interest  payments  on  the 
publicly  held  Federal  debt  will  ordinarily  require  higher  personal 
income  and  corporate  profits  taxes  than  would  otherwise  be 
necessan,-  in  order  to  jirevent  inflation.  The  resulting  transfer 
from  taxpayers  to  inten'st  rec  ipients  does  not  constitute  a  direct 
draft  on  the  real  resourees  available  to  the  American  people  as 
a  whole,  but  it  may  impose  a  burden  of  a  more  subtle  kind. 
By  dampening  incentives,  the  higher  tax  rates  may  reduce  total 
output.  How  serious  such  a  burden  will  be  depends  on  the  level 
of  tax  rates  that  is  needed.  In  recent  years,  interest  payments 
to  the  public  by  the  Federal  Ciovernment  have  amounted  to  less 
than  2  percent  of  the  national  income,  as  shown  on  Table  13. 
Moreover,  the  ratio  of  interest  payments  to  national  income  has 
declined,  and  it  is  this  ratio  that  matters  in  setting  the  required 
level  of  tax  rates.  Ciiven  the  magnitudes  of  debt  change  involved 
in  a  fiscal  policy  for  high  emplonnent,  and  relating  them  to  the 

expected  growth  of  our  economy,  it  is  likely  that  the  debt  burden 
will  continue  to  decline. 

3.  A  further  potential  disadvantage  of  debt  service  may  result  from 
its  effects  on  income  distribution.  If  all  tfie  debt  were  held  by 
one  group  of  investors  while  taxes  were  paid  by  a  quite  different 
group,  undesirable  distributional  consequences  might  result. 
Fhis,  however,  is  not  the  case  in  the  United  .States  where  debt¬ 
holding  is  fairly  widely  dispc'rsed  and  our  tax  structure  partially 
offsets  the  distributional  effects  of  interest  transfers. 

Today's  economic  problem  is  slack,  not  inflation.  Thus,  under  the 
present  circumstances  there  is  no  reason  to  fear  such  increase's  in  the  public 
debt  as  tax  reduction  may  entail.  The  ratio  of  interest  payments  on  the 
debt  to  national  income  is  small  and  is  likely  to  fall,  not  rise.  Nor  is  there 
any  danger  that  the  increase  in  the  Federal  debt  will  be  a  burden  on  futurt' 
generations.  Tax  reduction  will  increase  investment,  and  hence  the  wealth 
we  will  beejueath,  not  decrease  it.  The  danger  is  the  opposite  one.  Bv 
failing  to  take  expansionary  fiscal  action,  we  will  keep  both  consumption 
and  investment  depressed,  thus  hurting  not  only  ourselves,  ^ut  future 
generations  as  well. 

PRICES,  WAGES,  AND  THE  BALANCE  OF  PAYMENTS 

1  he  primarx’  purpose  of  the  President’s  tax  program  is  to  strengthen 
greatly  the  forces  of  economic  expansion,  within  an  environment  of  contin- 
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ued  price  stability  and  improvement  in  our  balance-of-payments  posi¬ 
tion.  The  prospects  are  good  that  this  can  be  accomplished  by  a  proper 
combination  of  fiscal  and  monetar\  ])olicics,  continued  adherence  to  sound 
wage  and  price  policies,  and  even  more  intensive  application  of  the  measures  1 
already  taken  to  improve  our  balance  of  payments  position — particularlv 
export  expansion. 

I’RICES  .\ND  WAGES 

Prices  rise  when  demand  exceeds  supply,  d'he  most  widely  experienced  ' 
form  of  inflation  occurs  when  the  demand  for  most  or  all  commodities  | 
exceeds  or  is  expected  soon  to  exceed  productive  capacity.  Inflationar\ 
pressures  cannot  directly  result  from  passive  deficits  associated  with  eco¬ 
nomic  slack  and  sluggish  growth.  I'he  deficits  of  the  past  f)  vears  have 
occurred  in  a  period  of  almost  unprecedented  stability  of  wholesale  prices  ' 
-Much  larger  deficits,  as  a  proportion  of  GNP,  were  experienced  during  ’ 
the  1930’s,  in  a  period  of  falling  prices.  i 

.•\ctive  deficits,  on  the  other  hand,  arise  from  policies  designed  to  exp.ind  1 
demand.  .\n  expansion  of  demand  sufTicient  to  achiev  e  high  employment  I 
tends  to  put  pressure  on  prices  and  wages.  Hut  expansions  which  originate  j 
from  tax  reductions  and  which  are  associated  with  government  deficits  ini-  i 
pose  neither  more  nor  less  inflationarv-  pressure  than  expansions  originating  i 
in  any  other  source.  It  is  not  the  source  of  the  increa.sed  demand,  but  the  ^ 
extent  to  which  increased  demand  can  be  met  witlu'ut  increases  in  c  osts.  | 
and  the  extent  to  which  competition  keeps  prices  in  line  with  costs,  that 
determine  the  effect  of  the  expansion  on  prices  and  wages. 

Effects  of  expansion  on  prices  and  wages 

.At  present,  considerable  latitude  exists  in  the  .American  economy  to 
increase  output  by  bringing  unemployed  labor  and  unused  capital  back  to 
work;  this  is  a  principal  reason  why  a  tax  reduction  is  needed.  While  the 
record  of  the  postwar  years  indicates  that  wages  tend  to  rise  more  rapidlv  in 
years  when  unemployment  is  low,  given  the  present  high  unemployment  rate 
demand  for  labor  can  expand  substantially  without  resulting  in  much  addi¬ 
tional  pressure  on  labor  markets. 

In  addition,  competition  is  keen.  Employers,  labor,  and  the  public  all  are 
aware  of  the  dangers  of  cost  inflation.  The  potential  mobility  of  labor  Ls 
high,  and  there  are  reasons  to  bedieve  it  will  increase.  In  the  vears  ahead  a 
larger  proportion  of  the  total  labor  force  will  be  new  entrants,  and  their 
average  educational  level  will  be  higher  than  ever  before.  New  Federal 
programs  of  retraining,  and  other  measures  to  increase  the  adaptability  of 
the  labor  force  have  been  introduced.  These  measures  will  be  further 
strengthened  in  1963  and  the  years  ahead.  These  improvements  in  the 
adaptability  of  the  labor  force  to  changing  demand  conditions  should  jx'r- 
mit  relatively  low'  levels  of  unemployment  to  be  achieved  before  bottlenecks 
become  serious. 
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Althoutih  wap*'  prrssiiirs  undoubtedly  would  be  somewhat  stronper  at 
lower  rates  of  unemplovment,  unit  labor  costs  need  not  be  hipher  because  a 
consitlerable  inii)ro\ cinent  in  producti\  ity  would  be  tlu*  direct  consetpu'nce 
of  return  to  hipher  rates  of  capacity  utilization.  An  underutilized  economy 
incurs  hiph  costs  relative  to  its  output  the  ovauhead  costs  of  usable  but 
unused  plant  and  eriuipnient,  the  cost  of  maintaininp  underutilized  clerical 
and  administrative  stall,  ('tc.  All  these  costs  are  incurred  whether  produc¬ 
tion  is  low  or  hiph.  Raisinp  demand  for  poods  and  services  will  permit 
more  efh(  ient  use  of  cxistinp  capacitv  and  reduce  underemployment  of  work¬ 
ers  still  on  the  j)avroll  in  short,  will  increase  the  productivitv  both  of  labor 
and  of  capital.  W  hile  hipher  demand  will  certainlv  pull  some  prices  up 
and  lenpthen  some  delivery  periods,  rt'duced  costs  n'sultinp  from  hipher 
utilization  of  capacity  in  manv  industries  will  be  a  force  on  the  side  of 
stability.  .And  in  the  lonper  run,  the  return  to  full  employment,  by  stimu- 
latinp  investment  in  new  plant  and  etpiipment,  and  the  technical  improve¬ 
ments  it  makes  possible,  will  help  to  speed  up  the  lonp-run  advance  in  pro¬ 
ductivity  and  thus  help  stabilize  or  reduce  unit  costs. 

Moreover,  the  world  supplv  situation  for  primary  products  suppests 
stability  in  the  prices  of  internationally  traded  raw  materials.  Thus  sub¬ 
stantial  expansion  of  production  in  the  United  States  can  take  place  without 
upward  pressure  on  costs  from  that  source. 

The  extra  pain  in  productivity  asso< dated  with  hipher  utilization  will 
permit  increased  profit  marpins  without  price  increases,  provided  wape  rate 
increases  do  not  outrun  pains  in  productivity.  Total  profits  will  increase 
even  more  as  sales  rise.  It  is  important  that  the  push  from  the  side  of  profits, 
like  the  push  from  the  side  of  wapes,  be  restrained  within  limits  consistent 
with  over-all  stability.  Stiff  com|)etition  from  abroad  has  already  disci¬ 
plined  the  price  policies  of  a  number  of  .American  industries  and  wall  con¬ 
tinue  to  do  so.  In  addition,  a  resolute  policy  of  maintaininp  competition 
and  encourapinp  the  mobility  of  capital  and  enterprise  as  well  as  labor  can 
make  an  important  contribution  in  containinp  inflationary  pressures. 

.A  return  to  low  uiKanployment  after  the  recent  period  of  price  stability 
is  unlikely  to  be  encumbered  by  the  same  depree  of  inflationarv'  psycholopy 
as  earlier  postwar  periods  of  low  unemployment. 

ll'a^c  and  price  “_Quide posts” 

To  aid  public  understandinp.  the  1962  Economic  Report  concluded  (pp. 
18.T  90)  with  a  set  of  “puideposts  for  noninflationary  wape  and  price  be¬ 
havior."  These  puidep>osts  were  desipned  to  provide  standards  for  evalu- 
atinp  those  price  and  wape  decisions  where  the  public  has  an  interest  in  their 
content  and  consecpiences.  They  cannot,  and  should  not,  replace  the 
normal  prcxresses  of  free  private  decisions  and  nepotiations. 

•As  the  marpin  of  unemployed  labor  and  idle  capital  narrows,  and  as 
markets  for  poods  and  services  become  tiphter,  the  puideposts  will  pain 
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in  iiiiportanci'.  I  hoy  aiv  ivstatrd  hero  in  tlir  belief  tliat  an  enliglitened  ^ 
public  unclerstaiulinsf  of  the  natnre  and  causes  of  inflation  would  be  an  addi-  | 
tional  force  inininii/ing  any  inllationaiT  threats  in  the  years  ahead. 

The  guideposts  theinseUes  invoKe  gcf/*  rrt/  guides  for  noninflationarv  | 
wage  and  })rice  behavior,  subjec  t.  in  eat  h  case,  to  a  number  of  important  . 
and  specific  qualifii  ations  retjuired  by  the  objei  tives  of  equity  and  eflicienev.  ' 

The  general  guide  for  wages  is  that  “the  rate  of  increase  in  wage  rates  j 
(including  fringe  benefits)  in  each  industiy  be  etpial  to  the  trend  rate  of  | 
over-all  producti\itv  increase.”  I'nder  these  conditions  the  gain  from  in¬ 
creases  in  productivity  throughout  the  economy  would  be  shareil  between 
wage  and  nonwage  incomes  by  allowing  each  to  grow  at  the  same  percent 
age  rate.  Each  sector  of  economic  life  would  share  in  the  gains  of  ad¬ 
vancing  productivity.  The  (jualifications  call  for  faster  iiu  teases  in  uage 
rates  in  an  industry  that  (a)  would  otherwise  be  unable  to  attract  sufficient 
labor  to  meet  demands  for  its  products,  or  (b)  currentlv  pays  wage  rates 
exceptionally  low  com|)ared  with  those  earned  elsewhere  bv  labor  of  similar 
ability.  Symmetrically,  increases  in  wage  rates  would  fall  short  of  the  geti- 
eral  guide  rate  in  an  industry  that  (a)  could  not  provide  em|>l(ninent  for  its 
entire  labor  force  even  in  generally  prosperous  times;  or  (b  curn'ntly  pavs 
wage  rates  exceptionally  high  compan'd  with  those  earned  elsewln-re  by  labor 
of  similar  ability. 

The  general  guide  for  prices  is  that  prices  should  fall  in  an  industn 
whose  rate  of  productivity  increase  exceeds  the  over-all  rate,  rise  in  the 
opposite  case,  and  remain  stable  if  the  two  rates  of  productivity  incn'ase 
are  equal.  The  qualifications  call  for  a  faster  pric('  increase  or  slower  |)iice 
decrease  in  an  industry  in  which  la)  the  level  of  profits  is  insufficient  to 
attract  the  capital  required  to  meet  expansion  of  demand,  or  (b)  costs 
other  than  labor  costs  have  risen.  On  the  other  hand,  increas('s  in  |)rice 
would  be  slower  or  decreases  faster  than  indicated  by  the  general  guide  in 
an  industry  in  which  (a)  productive  capacity  exceeding  full-employment 
demand  shows  an  outflow  of  capital  to  be  desirable,  or  (b)  costs  other  than 
labor  costs  have  fallen,  or  (c)  excessive  market  power  has  resulted  in  rates 
of  profit  substantially  higher  than  those  earned  elsewhere  on  investments 
of  comparable  risk. 

The  recent  record 

Inflationary  pressures  in  the  American  economy  have  receded  since  19.')7. 
Between  the  first  quarter  of  1947  and  the  first  tpiarter  of  19.')8.  whole¬ 
sale  prices  increased  at  an  annual  rate  of  2.2  percent,  and  consumer  prices 
at  2.6  percent.  Between  the  first  quarter  of  19.')8  and  the  last  quarter 
of  1962,  however,  these  annual  rates  of  increase  had  fallen  to  0.1  percent 
and  1.2  percent,  respectively  (Chart  11). 

Between  1958  and  1959  a  decline  in  wholesale  prices  of  farm  produc  ts 
and  processed  foods  offset  a  slight  increase  in  the  average  of  all  other 
w’holesale  prices.  Since  1959,  wholesale  prices  of  all  groups  have  been 
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CHART  11 


Price  Developments  in  the  Postv/ar  Period 


index,  1957  59-100  (RATIO  SCALE) 


essentially  unchanged.  Within  the  total  of  consumer  prices,  service  prices 
continued  to  rise  more  rapidly  than  the  average,  but  there  has  also  been 
some  slowing  in  the  rate  of  increase  of  service  prices.  When  it  is  recognized 
that  improvements  in  the  quality  of  goods  and  services  arc  only  impeifectly 
allowed  for,  the  5-year  record  of  the  consumer  price  index,  and  its  several 
components,  is  cause  for  satisfaction. 

The  principal  threat  to  the  continuation  of  price  stability  in  1962  occurred 
in  April  when  a  general  increase  in  steel  prices  was  announced  by  a  number 
of  the  major  producers.  This  increase  followed  the  agreement  in  March 
on  a  wage  contract  generally  regarded  as  noninflationary.  Had  this  in¬ 
crease  stood,  it  would  have  caused  and  invited  other  price  increases 
throughout  the  economy;  it  would  have  led  organized  labor  to  adopt  a  new 
militancy  in  its  wage  demands;  and  it  would  have  seriously  weakened  the 
forces  working  toward  the  restoration  of  our  international  competitive  posi¬ 
tion.  Fortunately,  the  price  increase  was  rescinded  after  the  President 
expressed  the  countr\’s  concern  over  the  serious  threat  to  price  stability  and 
our  balance  of  payments. 
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Table  13. — Chanties  in  hourly  famines  in  manufacturing  industries,  19T7-62 


1947  I  to  1962  IV  > 


I’erioil 


IVrcenliiKi' 
ctiiiriKi-  iH  T 
>  <'iir  I 


t  : 


1947  1  to  1958  I . 

1947  I  to  1949  III-  . 
1949  III  to  1954  III 
1954  III  to  1958  I  . 


t 

4  3 


1958  I  to  1962  IV  » .  .-a 

1958  I  to  1961  1 .  3  t 

1961  I  to  1962  IV  > .  2  2 


‘  Change  in  average  hourly  earnings  of  prmiiietion  workers,  a<ljuste<l  to  evclu'le  overtime  ami  inte 
iniiustry  shifts.  Quiirterly  data  not  available  prior  to  1959;  first  inotith  in  unarler  us»“<l 
*  Preliminary  estimates  hy  Couneil  of  Keonomie  .\(lvi.s*'rs. 

Source:  Department  of  Labor  (except  as  note<l). 


The  rate  of  annual  increases  in  average  hourly  earnings  in  all  iiuuni- 
facturing,  adjusted  to  exclude  overtime  and  interindustry  shifts,  has  de¬ 
clined  steadily  throughout  the  postwar  period,  and  the  rate  of  iin  rease  li,is 
been  considerably  reduced  in  the  past  5  years. 

As  is  shown  in  Table  13,  average  hourly  earnings  rose  3.3  percent  a  year 
between  1947  and  1938,  and  only  2.9  percent  a  year  between  1938  and 
1962.  This  pattern  needs,  of  course,  to  be  interpreted  in  the  context  of 
the  concurrent  slowdown  in  the  rate  of  increase  of  consumer  prices. 
Labor  costs  per  unit  of  output  in  all  manufacturing  have  been  stable  or 
declining  since  1938,  whereas  in  the  earlier  period  they  had  advam cd. 

The  fact  that  these  developments  have  occurred  under  the  cloud  ol  a 
5-year  underutilization  of  resources  warns  against  overconfidence  in  tlieir 
continuation.  But  sober  confidence  that  expansionary  policies  can  pro¬ 
ceed  without  fear  of  premature  revival  of  inflationary-  pressure  is  justified 
by  the  fact  that  price  stability  has  been  maintained  through  the  second 
year  of  cyclical  expansion. 

BALANCE  OF  PAYMENTS 

Chapter  4  discusses  the  impact  of  economic  expansion  on  the  balance  of 
payments.  The  main  point  to  be  made  here  is  that  the  immediate  effects 
on  the  balance  of  payments  of  an  expansion  of  domestic  economic  activity 
brought  about  by  hscal  measures  are  no  different  from  those  produced  bv 
an  expansion  finding  its  origin  in  a  spontaneous  increa.se  of  private  de¬ 
mand.  flowever,  the  1963  tax  program,  in  addition  to  expanding  total 
demand,  yvill  strengthen  incentives,  thereby  increasing  investment,  de¬ 
creasing  unit  costs,  and  helping  our  international  competitive  position. 

Stability  of  prices  is  particularly  important  for  the  balance  of  payments. 
It  should  be  emphasized,  however,  that  what  is  signiheant  for  .\meri(  a  s 
competitive  position  in  international  trade  is  not  the  absolute  change  in  the 
level  of  U.S.  prices,  but  rather  the  change  relative  to  prices  abroad.  In  the 


past  several  years,  prices  in  the  principal  industrial  nations  of  the  world 
have  risen  relative  to  ours  and  indications  are  that  this  tendency  will 
continue. 

Perhaps  the  most  important  impact  of  economic  expansion  on  the  bal¬ 
ance  of  payments  will  be  through  increased  confidence  around  the  world 
in  the  strength  of  the  U.S.  economy  and  thus  in  the  strength  of  the  dollar. 
Such  confidence  cannot  be  bred  by  the  perpetuation  of  a  sluggishly  grow¬ 
ing  L’.S.  economy,  subjiTt  to  frecpient  recessions  and  incomplete  recoveries. 

Until  recently  there  was  wich'spread  belief  that  foreign  businessmen  and 
private  and  central  hankers  would  he  frightened  by  expansionary  fiscal 
policies  and  budget  deficits  in  the  United  States.  Fears  of  inflation  and 
intensified  balance  of  payments  diffic  ulties,  it  was  said,  would  drive  short¬ 
term  cajiital  funds  from  the  United  .States  and  lead  central  banks  to  convert 
more  and  more  of  their  increasing  dollar  holdings  into  gold.  But  in 
part  through  the  joint  studies  and  actixities  of  the  United  States  and 
its  partners  in  the  Organization  for  Economic  Cooperation  and  Develop¬ 
ment  (OEC'D)  a  better  understanding  now  exists  abroad  of  .•\merican 
prospects  and  policies.  While  tluue  is  an  alert  concern  that  inflation 
might  again  develop,  important  segments  of  European  opinion  now  realize 
the  urgency  of  expansionaiy  U..S.  fiscal  policy  not  only  to  strengthen  the 
U.S.  economy  but  to  support  the  world  economy  and  the  international 
payments  system  based  on  the  dollar. 

In  recent  months,  the  OECD  has  recommended  vigorous  fiscal  action 
to  revive  a  strong  and  growing  U.S.  economy.  For  example,  the  annual 
OECD  Economic  Survey  of  the  United  States  (issued  December  13,  1962) 
concluded  its  review  as  follows: 

.■\t  the  risk  of  over-simplification,  the  conclusions  of  this  survey  may  be  sum¬ 
marized  as  follows; 

i)  The  United  States  needs  to  raise  its  c?rowth  rate  substantially  above  that 
experienced  since  the  middle  of  the  1 950’s  ♦  *  * 

ii)  The  major  problem  underlyinir  the  unsatisfactory  experience  of  recent 
years  has  been  the  persistent  weakness  of  demand  *  ♦  * 

iii)  It  seems  unlikely  that  demand  from  the  private  sector  will,  by  itself,  prove 
sufficiently  buoyant  to  put  the  economy  back  on  to  a  more  appropriate  long-term 
ccrowth  trend  *  *  * 

iv)  Under  these  circumstances,  a  greater  stimulus  from  the  Federal  budget 
would  seem  necessary  to  offset  the  weakness  of  private  demand,  a  stimulus  that 
could  be  provided  by  tax  reductions,  by  higher  Federal  expenditure,  or  by  a 
combination  of  the  two.  This  may  well  entail  some  temporary  resort  to  deficit 
budget  financing;  but  the  quicker  the  economy  regains  the  full-employment  level 
the  shorter  will  be  the  period  during  which  deficits  are  incurred.  It  is  greatly 
to  be  hoped  that  the  fiscal  changes  to  be  proposed  to  Congress  in  1963  *  *  * 
will  be  adequate  in  scope  and  timing  to  permit  the  early  absorption  of  the  present 
slack  in  the  economy. 

v)  In  the  short  run  stronger  expansion  involving  increased  imports  will  tend 
somewhat  to  decrease  the  balance  of  payments  surplus  on  current  account.  But 
the  government’s  efforts  to  promote  exports  and  increase  invisible  earnings 
should  counteract  this  tendency,  given  the  cooperation  of  other  Member  coun¬ 
tries.  Rising  activity  at  home  should  somewhat  reduce  the  outflow  on  capital 
account,  increasing  the  attractiveness  of  investment  at  home  relative  to  investment 
abroad.  Confidence  in  the  dollar  depends  in  good  part  on  a  strong  domestic 
economy;  it  is  unlikely  to  be  fostered  for  any  length  of  time  by  policies  which 
keep  the  level  of  activity  low. 


As  is  clear  from  the  final  paragraph,  our  European  and  Canadian  part¬ 
ners  in  the  OECD  recognize  that  stronger  expansion  might  tend  to  inten¬ 
sify  balance  of  payments  problems  in  the  short-run.  and  they  are  concerned 
that  U.S.  monetary  and  debt  management  policies  should  take  appropriate 
account  of  these  problems  as  indeed  they  have  in  the  past  and  will  in  the 
future.  Rut  our  foreign  friends  also  recognize  as  most  segments  of  do- 
jnestic  opinion  now  agree  that  the  probleiTis  pros|X‘rity  will  bring  are  far 
less  serious  than  the  problems  it  will  solve. 

The  United  States  can  stand  prosperity. 
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Clhapter  4 

j  rr^IIE  IXl’ERNATIONAL  E,CONOM\’  has  undergone  a  remarkable 
1  transformation  in  the  past  decade.  For  many  years  after  World  War 
II,  import  (juotas,  discriminator\’  trade  practices,  and  exchange  restrictions 
on  all  forms  of  international  payments  characterized  the  bulk  of  interna¬ 
tional  tran-sactions.  Though  further  })rogress  needs  to  be  made,  much  of 

*  this  restrictive  legacy  has  now  been  swept  away.  This  transformation  cul- 
^  niinated  in  the  formal  acceptance  by  the  major  European  countries  in  early 

1961  of  the  currency  convertibility  recjuirements  t.f  the  International  Mone¬ 
tary  Fund.  It  is  a  notable  achievement  and  has  far-reaching  implications 
for  the  U.S.  economy  and  U.S.  economic  policy. 

.\mong  the  factors  facilitating  this  development  has  been  a  massive 

*  redistribution  of  the  world’s  gold  and  foreign  exchange  reserves.  \t  the 
)  end  of  1948,  the  United  States  held  71  percent  of  the  free  world’s  monetary 

gold  stock;  by  June  1962,  the  U.S.  share  had  fallen  to  40  percent.  During 
the  same  period.  Western  Europe’s  shan*  grew  from  15  percent  to  44 
percent.  In  addition,  foreign  official  holdings  of  licjuid  dollar  assets  rose 
by  nearly  $9  billion.  I'his  redistribution  ended  the  excessive  concentra¬ 
tion  of  reserves  which  had  been  brought  about  by  the  jx)litical  upheavals 

*  in  Europe  in  the  1930’s,  World  War  II,  and  the  requirements  of  postwar 
^  reconstruction.  In  achieving  balance  of  payments  surpluses  which  rebuilt 

reserves,  continental  European  countries  gained  greater  freedom  of  action 
to  promote  economic  expansion  and  to  reduce  restrictions  on  international 
transactions. 

Ihe  redistribution  of  reserses  was  brought  about  partly  through  deheits 

*  in  the  international  payments  of  the  United  States,  which  led  to  large 
^  transfers  of  gold  and  liquid  dollar  assets  to  Europe.  These  U.S.  payments 

deheits  have  persisted  beyond  the  point  where  they  improve  the  distribu¬ 
tion  of  the  world's  monetary  reserves.  Indeed,  continuing  large  payments 
deheits  by  the  United  States  could  create  doubts  about  the  stability  of  the 
dollar  and  threaten  the  efficient  operation  of  the  international  payments 
'  system.  As  a  result,  the  U.S.  Government  has  had  to  pay  close  and  con- 
,  stant  attention  to  the  net  hnancial  outcome  of  its  transactions,  and  those 
of  its  citizens,  with  the  rest  of  the  world.  Important  measures  have  been 
taken  to  improve  the  payments  position  of  the  United  States,  and  domestic 
economic  policy  has  betm  framed  with  attention  to  the  balance  of  payments 
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and  the  position  of  the  dollar.  International  transactions  of  the  United  ' 
States  are  discussed  in  the  first  section  of  this  chapter. 

I'he  relaxation  of  many  restrictions  on  trade  and  payments  and  the  redis¬ 
tribution  of  world  reser\es  have  not  been  the  only  factors  transforming  the  * 
world  economy.  The  |)rogress  of  the  European  Economic  Uommunitv  ^ 
(EEC)  toward  a  rapidly  growing,  unified,  tarifl-free  market  encom¬ 
passing  six  European  countries — and  possibly  more  in  the  future-  -has  al¬ 
ready  profoundly  altered  world  economic  relationships.  I’lie  EEC  offers 
a  domestic  market  broadly  comparable  to  the  United  States  and  an  import  i 
market  even  larger.  Liberal  access  to  this  market  will  be  vital  to 
future  foreitjn  trade;  exclusion  by  restrictive  import  tariffs  or  other  barriers  > 
could  seriously  affect  the  trade  and  economic  development  of  many  coun¬ 
tries  of  the  fret'  world.  The  emerging  EEC  and  the  relationship  of  tin 
L’nited  States  to  it  are  discussed  in  the  second  section  of  this  chapter. 

It  is  now  generally  acknowledged  that  the  responsibility  of  the  industrial 
nations  for  providing  capital  and  technical  knowledge  to  other  countries 
for  economic  development  requires  more  than  the  occasional  and  s|)<uadi(  i 
efforts  made  before  the  mid-1950's.  Systematic  economic  develoj)nient  ( 
of  the  low-income  parts  of  the  free  world — within  a  span  of  time  that  is 
verN'  short  by  historical  standards-  has  become  a  major  objecti\  e  of  western  I 
foreign  policy.  Carr\ing  out  this  gigantic  task  will  reejuire  considerablr  ^  I 
transfers  of  capital  and  technical  skill.  It  will  result  in  large  shifts  in  ( 
,  the  structure  of  world  production  and  trade,  and  will  require  substantial  >  i 

adjustments  in  both  advanced  and  developing  countries.  Some  of  these  ( 
problems  are  discussed  in  the  third  section  of  this  chapter. 

These  developments  have  one  common  characteristic;  they  bring  (oun-  I 
tries  economically  closer  together.  They  tend  to  integrate  the  free  world  < 
economy.  Markets  will  become  more  unified,  competition  will  be  keener, 
and  differences  among  nations  in  technicpies  of  production  will  diminish  *  i 
Substantial  progress  toward  our  foreign  economic  objectives  will  be  made.  ^ 
but  new  challenges  for  economic  policy,  national  and  international.  ( 
A!  will  arise.  Some  of  these  problems  and  recent  efforts  to  find  solutions  arc  i 

discussed  in  the  final  section  of  this  chapter.  ] 

C 

U.S.  INTERNATIONAL  TRANS.\CTIONS  * 

THE  UNITED  STATES  AS  WORLD  TRADER,  INVESTOR,  AND  BANKER  >  ( 

The  United  States  is  by  far  the  largest  producing  nation  in  the  world, 
accounting  for  more  than  40  percent  of  total  industrial  production  of  the  ' 
free  world.  Its  188  million  inhabitants  place  it  fourth  among  nations  in 
population,  and  its  unequalled  level  of  per  capita  income  makes  it  the  , 
world’s  largest  domestic  market  and  largest  source  of  savings. 

> 

As  trader  i 

The  basic  purpose  of  our  foreign  trade  is  to  exchange  goods  produced  ; 

efficiently  in  the  United  States  for  goods  which  we  can  produce  relatively  i 
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less  efficiently  or  not  at  all.  International  trade  lowers  costs  and  raises 
standards  of  li\  incj  both  at  home  and  abroad.  Foreign  trade  accounts  for  a 
much  larger  part  of  transactions  of  the  U.S.  economy  than  is  generally 
appreciated.  Kven  though  our  merchandise  exports  are  only  about  4  per¬ 
cent  of  total  gross  national  product  ((JXP).  they  amount  to  nearly  9  per¬ 
cent  of  our  total  production  of  movablt*  goods.  For  some  products, 
overseas  demand  is  exceptionally  irnportant;  it  provides  over  half  the 
market  for  such  diverse  l.'.S.  products  as  rice.  DDT,  and  tracklaying 
tractors.  Imports  by  the  L’nitc'd  States  provide*  materials  essential  for 
prcxluction  and  also  permit  .Americans  variety  and  diversity  in  their  con¬ 
sumption.  Crucial  products  like  nickel  and  cobalt  come  almost  entirely 
from  foreign  sources. 

L'.S.  exports  and  imports  are  a  major  part  of  world  trade.  In  the  fust 
three  (juarters  of  1962,  U.S.  merc  handise  imports  were  nearly  14  percent  of 
total  world  imports.  For  some  countric's  and  some  commodities,  of  course, 
the  U.S.  market  is  far  more  important  than  this  average  share  implies.  For 
exanij)le,  U.S.  coffee  imports  are  usually  over  half  of  total  world  imports 
of  coffee. 

U.S.  citize  ns  pay  large  sums  for  service's  provided  by  foreigners — trans¬ 
portation  of  goods  and  persons,  food  and  lodging  for  .American  tourists  and 
businessmen  traveling  abroad,  interest,  dividends,  and  profits  on  the  funds 
of  foreigners  invested  in  .American  enterprise  or  securities.  In  addition, 
the  United  States  spe*nds  overseas  nearly  $3  billion  (gross)  a  year  for  its 
own  niilitarv'  defense  and.  indec*d,  for  the  defense  of  the  entire  free  world. 
This  expenditure  is  made  in  part  directly  by  the  U.S.  Government  and  in 
part  by  more  than  one  million  U.S.  servicemen  and  their  dependents 
stationed  abroad. 

The  United  States  is  also  a  major  supplier  of  goods  and  services,  account¬ 
ing  in  1961  for  nearly  18  jx*rcent  of  total  world  exports  of  merchandise, 
for  nearly  one-fourth  of  world  exports  of  manufactures,  and  for  nearly 
one-third  of  world  exports  of  capital  goods.  It  is  a  principal  exporter 
of  many  agricultural  goods,  especially  cotton,  wheat,  tobacco,  soybeans,  and 
poultrv',  and  it  exports  large  amounts  of  military  equipment  to  its  allies — 
some  on  a  grant  basis,  some  for  cash  payment. 

The  very  size  of  the  Unitc'd  States  in  the  world  economy  lends  to  its 
economic  activity  and  its  economic  policies  special  importance  and  interest 
abroad.  Its  rate  of  unemployment,  economic  growth,  and  commercial  and 
financial  f)olicies  are  closely  charted  and  carefully  watched  throughout  the 
world. 

As  saver  and  investor 

A  nation  as  large  and  wealthy  as  the  United  States  is  naturally  an 
important  source  of  savings  for  the  entire  world,  and  national  savings  move 
abroad  both  as  private  investment  and  as  official  foreign  aid.  Its  advanced 
technology*  invites  emulation  abroad,  and  the  profitability  of  duplicating 
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Amcric  an  teciinolosiy  draws  Ainn  ican  savers  and  investors  beyond  doinestir 
borders.  Its  need  for  foreitrn  resources  to  supply  .Xineriean  production 
attracts  private  U  S.  development  capital.  In  additi(^n,  tbe  United  States 
has  acce])ted  heavv  res|)onsibility  loi  tbe  ('conoinic  devc'lopment  of  eniertjins  > 
nations,  which  require  public  as  well  as  private  capital. 

Private  lonsj-terin  investment  abroad  by  I'.S.  residents  has  risen  markedly 
in  the  past  decade,  from  an  annual  aviuacje  of  $0.9  billion  in  1952-.").’)  to 
$2.5  billion  in  1958-  61.  Much  of  this  iiK  rease  has  gone  to  Fairope. 

The  U.S.  Government  provided  $5.2  billion  to  foreign  countries  and  inter¬ 
national  lending  institutions  in  the  first  three  (|uart('rs  of  1962 — in  the  form  * 
of  development  loans,  Export-Import  bank  export  credits,  sales  for  local  ^ 
currencies,  commodity  and  cash  grants,  technic  al  assistance,  anti  contribu¬ 
tions  to  international  institutions.  This  was  12  pt'ict'tit  more  tlian  in  the 
corresponding  period  in  1961.  U.S.  foreign  aid  to  the  develojring  nations 
has  risen  markedly  since  1954,  and  under  new  programs,  notably  the  .-Mliance 
for  Progress  in  Latin  .\merica,  L"..S.  economic  assistance  is  expt'cted  to  con-  ’ 
tinue  to  be  high.  Total  aid  expenditures  are,  however,  still  below  those  ^ 
reached  in  the  late  1940’s  under  the  Marshall  Plan  to  assist  European 
recovery. 

Both  private  investtnent  outflows  and  government  aid  are  a})])ropriate 
for  a  high-output,  high-saving  country  such  as  the  L’nited  States,  and 
both  are  exfjected  to  yield  considerable  economic  and  political  returns  in  * 
the  long  run.  Government  and  private  lending  and  ecpiity  invc'stmcnt  ^ 
add  substantial  amounts  each  year  to  the  net  foreign  assets  of  the  L’nited 
States,  which  have  risen  steadily  in  the  past  decade.  Their  contribution  to 
the  growth  of  U.S.  national  wealth  is  shown  in  Pable  12,  Chapter  3.  But 
in  the  short  run,  both  also  aggravate  the  U.S.  balance  of  payments  deficit. 

To  reduce  the  impact  of  the  foreign  aid  program  on  the  balance  of  pay¬ 
ments,  a  large  part  of  foreign  aid  expemditure  has  been  tied  to  the  purchase  » 
of  goods  and  services  in  the  L’nited  States.  In  the  first  three  (luarters  of 
1962,  76  percent  of  government  grants  and  capital  outflows  resulted  in  ^ 
no  direct  dollar  outflow,  compared  with  64  percent  two  years  earlier. 
Recent  changes  in  the  tax  treatment  of  earnings  on  foreign  investments 
(described  in  Appendix  A)  were  desi,gn<‘d  to  achieve  more  equitable  tax 
treatment  between  U.S.  investment  at  home  and  abroad.  They  should  * 
reduce  the  outflow  of  investment  funds  to  the  extent  that  these  funds  were  ^ 
attracted  by  various  tax  privileges  available  in  several  other  countries, 
and  should  also  increase  the  repatriation  of  foreign  earnings.  Thus  these 
changes  should  improve  the  U.S.  payments  position,  at  least  in  the  short 
run  when  improvement  is  crucially  needed. 

Though  foreign  aid  and  investment  absorb  only  a  small  part  of  L’.S.  ’ 

savings,  the  L’^nited  States  is  providing  a  substantial  part  of  the  total  flow  , 
of  savings  across  national  boundaries,  especially  of  the  flow  to  the  developing 
nations.  The  Development  Assistance  Committee  (DAC)  of  the  20-nation 


Organization  for  Economic  Cooperation  and  Development  (OECD)  esti¬ 
mates  that  the  United  States  in  1961  supplied  57  percent  of  official  forei^ 
aid  and  44  percent  of  private  lonp-term  investment  flow  from  DAC  members 
to  the  less  developed  countries. 

.-li  banker 

Since  the  end  of  World  War  I,  and  especially  in  the  past  15  years, 
the  U  S.  dollar  has  emerged  as  the  principal  supplement  to  gold  as  an 
international  store  of  \alue  and  medium  of  exchange.  The  important 
position  of  the  United  States  as  a  market  for  goods  and  as  a  source  of 
goods  and  savings,  its  well-developed,  extensive,  and  efficient  financial 
markets,  and  its  long-standing  |X)licy  of  buying  gold  from,  and  selling  it 
to,  foreign  inonetatT  authorities  at  a  fixed  price  have  all  made  the  U.S. 
dollar  an  attractive  fonn  in  which  to  hold  international  reserves.  Foreign 
monetars'  authorities  hold  more  than  $12  billion — over  one-quarter  of  their 
total  gold  and  foreign  exchange  reserves — in  liquid  dollar  assets,  mostly  in  the 
form  of  U.S.  Treasury  bills  and  dejx)sits  in  Atnerican  banks.  In  addition, 
foreign  private  parties  hold  $8  billion  in  dollar  assets,  and  international 
institutions  nearly  $6  billion. 

These  large  outstanding  claims  on  the  United  States  indicate  the  im¬ 
portance  attached  by  the  rest  of  the  world  to  the  dollar  as  an  interna¬ 
tional  currency,  and  the  significance  of  the  United  States  as  an  interna¬ 
tional  banking  center.  For  a  number  of  years,  the  deficit  in  the  U.S. 
balance  of  payments  was  financed  to  a  large  extent  by  increases  in  foreign 
dollar  holdings  which  enabled  foreign  governments  and  nationals  to  acquire 
earning  assets  and  at  the  same  time  add  to  their  liquid  resources.  In  recent 
years,  about  one-fourth  to  one-half  of  our  over-all  deficit  has  been  settled  in 
gold,  but  the  growth  in  dollar  holdings  abroad  has  continued  on  a  significant 
scale.  The  rise  in  dollar  holdings  has  been  an  important  element  in  the 
growth  of  international  liquidity. 

But  these  large  balances  also  make  the  dollar  peculiarly  vulnerable.  A 
decline  of  confidence  in  the  dollar,  resulting  in  widespread  conversion  of 
dollars  into  gold,  would  create  a  serious  problem  for  the  international  pay¬ 
ments  system  and  for  the  economic  progress  of  the  free  world.  Therefore, 
satisfactor\-  progress  in  reducing  the  U.S.  payments  deficit  is  essential  at  this 
time. 

The  United  States  still  holds  large  gold  and  foreign  exchange  reserves. 
Last  summer  the  President  reaffirmed  U.S.  determination  to  defend  the 
existing  parity  of  the  dollar  and  indicated  the  country's  willingness  to  use  its 
entire  gold  stock,  if  necessary,  to  do  so.  In  addition  to  the  $16  billion  in  gold 
and  convertible  currencies  held  by  the  United  States,  stand-by  arrangements 
have  been  entered  into  with  a  number  of  individual  countries,  and  the 
United  States  has  extensive  drawing  rights  on  the  International  Monetary 
Fund.  The  Fund  itself  was  strengthened  in  October  when  a  special  bor- 


rowing  arrangoinent,  supplnnonting  the  Fund’s  resources  by  as  much  as  Sti 
billion,  came  into  force.  Fhe  final  section  of  this  chapter  will  describe  ho\\ 
international  ccx>peration  in  the  past  few  years  has  developed  new  and  more 
cfTective  techniques  to  protect  the  dollar  and  the  international  payments  • 
system  against  speculative  attack.  ^ 

The  balance  of  payments  in  1962 

A  record  of  the  international  transactions  of  the  United  States  is  prest-iited 
in  the  balance  of  payments  accounts,  compiled  by  the  Department  of  (loin- 
merce  (Table  14).  For  the  year  1962  as  a  whole,  the  over-all  pavments  , 

Tablf  14. —  I’niUd  States  balance  of  intfrnational  payments,  1951-62  y 
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Type  of  transaction  ' 
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lavt-Tio 

avorapi' 

I9.W  , 

19,19 

19fi0 

19t'.l  l'.i<,2 1 

Current  account  and  unilateral  transfers . i 

-o.fi  ! 

0.  fi  j 

-0  1  1 

-2.3  i 

1  3 

2  4  2  1* 

Merchandise  trade  balance _ 

2.4 

3  9 

3  3 

10 

4  7 

.14  4- 

Exports . 

13  4 

ir.H 

Ifi  3 

ifi  3 

19  ,1 

19  9  2(1  .  1 

Imports . 1 

-11  0  ’ 

-13  H 

-13  0 

-1.1  3 

-14  7 

-14  .1  -Hi  1 

.Mllitarv  exjienditures . 1 

-2  3 

-3  2 

-3  4 

-3  1 

-3.  0 

-2  9  -.1 

Income  on  foreign  Investments,  net  •...  ! 

l.t) 

2  2 

2.2  1 

2  2  ! 

2  3 

2  s  .11 

Other  services,  net  , . | 

3  : 

.  2 

.  2  : 

.  1  ! 

-  1 

-.  1  1 

Oovernrnent  nonmditary  grants . 

-2  1 

-17 

-l.fi  1 

-1  fi  i 

-17 

-1  9  -1  i 

Pensions  and  remit  lances . 1 

-.7  1 

-.K  ! 

-  H  1 

-.9  -  i 

Long-term  capital  account . 

-.9 

-3  0 

-3  ft  ^ 

-1  9  i 

-3  2  ' 

-29  -2'  » 

I'.S.  direct  Investment  * . 

_  7 

-17 

-12 

-1  4  ' 

-1.7 

-1  .1  -1 : 

Other  private  U.S.  investment . 

-.2  1 

-1  4 

-.9 

— .  K 

-10  -11) 

Oovemment  loans  (less  retiavmentsl*.... 

-.2  1 

— .  s 

-10 

-  4 

-1  1 

-.9  -11 

Foreign  long-term  cai)ltal* . 

.3 

4 

.  1 

.  4 

*  : 

Balance  on  entriei  ahore  (“basic”  accounts).. 

-I..") 

-2.3 

-3  7 

-4  2 

-19 

U.S.  private  short-term  a.ssets  and  nonllquiil 
liabilities . 

-.2 

1  -..S 

-.4 

1 

-14 

-1.3  -1 

Errors  and  ondsslons . 

.  4 

.  4 

.  .1 

4 

1  -.fi 

-.  fi 

Orer-all  balance  (deficit  (— )] . 

-1.2 

-2.3 

'  -3  S 

-3  7 

-3  9 

-2.  ^  -19 

Sales  (— )  of  gold  and  convertible  curren¬ 
cies . 

1  --2 

-2.3 

_ 

-1  7 

Increase  (— )  in  liquid  liabilities  to  for¬ 
eigners . 

i 

1  -l.fi 

-13 

;  -3  0 

1 

-2  2 

-1.7  ‘-13  ^ 

'  First  3  quarters,  seasonally  adjusted  annual  rate  (except  as  noted). 

»  Kxcludes  subsidiary  eamlnirs  not  rei>atr1ated. 

*  Includes  foreign  military  purcha-ses  in  the  I’nited  States, 

<  Kxcludes  reinvested  subsidiary  eaming.s,  amounting  to  $i.O  billion  in  1901. 

*  Includes  changes  in  holdings  of  nonconx’ertible  foreign  currencies. 

•  Excludes  reinvested  subsidiary  earnings,  amounting  to  $0.2  billion  in  1901.  ’ 

t  Includes  certain  Incresises  in  nonllquid  I'.-S.  Oovernrnent  liabilities  to  foreigners. 

•  Unadjuste<i  annual  rate.  ^ 

Note.— Minus  .signs  indicate  payments  to  foreigners. 

Detail  will  not  necessarily  add  to  totals  becau.se  of  rounding. 

Sources:  Department  of  Commerce  and  Council  of  Economic  .Advisers. 

deficit  of  the  United  States  was  around  $2  billion — a  decline  from  $2.5 
billion  in  1961  and  $3.9  billion  in  1960  (Chart  12).  .Although  U.S.  im|K»rts  , 
have  risen  substantially  above  their  1961  recession  low,  rising  commercial  ex- 
|X)rts  have  offset  a  part  of  the  increase.  Earnings  from  .American  invest-  ^ 
ments  abroad  continued  their  upward  trend  of  the  past  few  years.  Net  mill- 
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CHART  12 


Balance  of  Trade  and  Payments 


BILLIONS  OF  DOLLARS  * 


NOTE:  FOR  DEFINITIONS  OF  DIFFERENT  BALANCES  SEE  TABLE  14 
SOURCE:  DEPARTMENT  OF  COMMERCE 

lar\  (“xpciKlituics  abroad  ut  rr  sub>tantiall\  by  accclcTatc'd  payments 

by  (Icrmanv  auainst  current  and  future  delivery  of  materials  for  national 
clclense.  The  (ierman  (Government  has  agrei'd  to  oflset  fully  L  ,S.  defense 

*  (xpenditures  in  (Germanv  bv  military  purcbast's  in  the  L’nited  States,  thus 

j  both  holsterini:  the  (ierman  defense  contribution  and  reducing  the  net  im¬ 
pact  of  our  military  spending  abroad.  More  re<ently  the  Italian  Govern¬ 
ment  has  also  agreed  to  substantial  military  purchases  in  the  United  States. 

L  .S.  foK'ign  aid  expenditures  losc  further  in  the  first  three  (juarters  of 
1%2.  hut  since  thev  were  increasingly  tied  to  purchases  of  U.S.  goods  and 

*  services,  the  din'ct  outflow  of  dollars  ac  tually  fell  slightly  below  that  in  the 

>  corresponding  period  of  1961.  Private  long-term  investment  abroad  con¬ 
tinued  at  a  rate  of  about  $2..')  billion  a  year.  In  the  first  three  quarters 
of  1962  the  deficit  on  goods  and  services,  (iovernment  assistance,  and  long¬ 
term  capital  the  so-called  basic  accounts-  was  slightly  larger  ( at  an  annual 
rate  than  in  1961.  I'he  net  rec  orded  outflow  of  short-term  capital  declined 
sharply,  icdlec  ting  in  part  a  n'duction  in  the  flow  of  bank  credit  to  Japan 

>  as  its  payments  positiem  imprcnc-d. 

P  S.  balance  of  pavments  developments  during  the  course  of  1962  reflected 
the  Canadian  ex»  hange  crisis  of  May  and  June.  Payments  to  Canada 
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dropped  sharply  during  the  first  half  of  the  year,  but  rose  again  in  earl\  I 
summer  when  an  extensive  stabilization  program  brought  to  a  halt  specula¬ 
tion  against  the  Canadian  dollar,  for  which  a  new  par  value  ecjual  to  92’ - 
U.S.  cents  had  been  established  in  May.  > 

substantial  contribution  to  U.S.  receipts  was  made  by  advance  repav-  ^ 
ments  totaling  over  $660  million  by  France,  Italy,  and  Sweden  of  postwar 
debt  to  the  U.S.  Government.  In  addition,  late  in  1962  the  U.S.  Freasur^ 
sold  13-  and  16-nionth,  noninarketabje  securities  denominated  in  foreigr. 
currency  to  Italy  and  Switzerland,  totaling  the  equivalent  of  $230  million 
Debt  prepayments  of  over  $660  million  had  also  been  received  in  1961.  > 

Without  these  special  receipts,  the  U.S.  payments  deficit  in  1962  would  ^ 
have  been  $900  million  higher.  I  his  underlines  the  importance  of  polide- 
to  correct  the  balance  of  payments.  'Fhe  U.S.  Government  is  continuincto 
carr>'  out  and  develop  programs  affi'cting  a  wide  variety  of  transactions, 
ranging  from  exports  to  the  outflow  of  funds  attracted  by  higher  interim; 
yields  abroad.  New  measures  adopted  in  1962  are  described  in  .Appendix  A  ’ 
Particular  attention  is  being  given  to  the  share  and  terms  of  development  as-  j 
sistance  extended  bv  other  industrial  nations  and  to  their  share  of  the  rora- 
mon  costs  of  defending  the  free  world.  Greater  efTort  on  their  part  would 
not  only  increase  free  world  security;  at  the  present  time  it  would  also 
contribute  to  better  balance  in  international  payments.  Countries  in  whicl: 
U.S.  militarx’  forces  make  large  expenditures  are  being  urged  to  offset  thrst-  * 
expenditures,  for  example  by  purchasing  militarx’  equipment  in  the  United  ^ 
States. 

EXTERN.\L  IMPACT  OF  I'.S.  ECONOMIC  EXPANSION 

Structure  of  the  world  economy 

Virtually  no  economic  event  can  occur  anxNvhere  xvithout  affecting  trade 
flows  and  capital  moxements  throughout  the  world  economy,  d'hese  reper 
cussions  can  rarely  be  traced  completely  or  precisely,  but  they  are  none-  ^ 
theless  real  and  important  and  cannot  be  ignored  in  the  formulation  ot 
economic  policies.  The  prominence  of  the  U.S.  payments  deficit  since  19.i8 
has  foc  used  attention  on  those  economic  factors,  at  home  and  abroad,  which 
most  influence  the  international  transactions  of  the  United  States.  Because 
of  their  size  and  x’ariability,  U.S.  exports  xvarrant  special  attention. 

About  two-thirds  of  U.S.  exports  go  to  countries  outside  F.uropf  » 
Typically,  the  ability  of  these  countries  to  import  depends  direc  tly  on  their 
foreign  exchange  receipts  from  their  own  exports,  from  capital  inflow,  and 
from  foreign  aid.  Without  such  receipts,  most  non-Eurcqjean  countries  are 
unable  to  alloxv  their  citizens  to  import.  As  their  receipts  fluctuate,  so  dc  ^ 
their  purchases  from  the  United  States,  d'he  share  of  their  markets  cap¬ 
tured  by  American  goods  depends  upon  a  variety  of  factors — historical  1 
business  relationships,  the  availability  and  terms  of  financing,  and  the 
competitiveness  of  American  products. 
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Most  countries  in  Europe  are  in  a  cpute  difTerent  [X)sition.  Their  large 
and  growing  gold  and  foreign  exchange  reserves  indicate  that  they  need  not 
gear  their  imports  and  other  foreign  exp*‘nditures  so  closely  to  their  receipts. 
On  the  contrary,  their  reserves  provide  an  ample  cushion  for  considerable 
deviation  between  foreign  exchange  receipts  and  expenditures.  Fhiropean 
imports  are  therefore,  at  least  in  the  short  run,  more  closely  related  to  their 
domestic  economic  activity  and  to  competitive  conditions  than  to  actual  or 
prospective  foreign  exchange  earnings. 

The  United  States  is  an  important  supplier  both  of  foodstuffs  and  of 
indiistri.il  materials  to  Kurojie  (Table  I.*)).  These  exports  are  <  loselv 


Tabi.f.  1  5. — Commodity  compoution  and  drstination  of  (  ’nitfd  Statoy  rxportt,  first  .>  quarters  of  lOfid 

(Million.^  of  <loll;irsl 


('onmindlfy  i:roii|i 

I)p.stination 

Total  1 

p'iiK)rt,s  Furo|H“an 
Ftrononiir 
('ornniti- 
nlty 

othpr 

Wpstpm 

Kurojip 

f’anada 

Japan 

Rpst  of 
world 

Total  I'xiwrts  . 

14,  .STl  2,  71J 

2,o.'>4 

2.  HTkh 

1.0.50 

.*).  h7H 

Food  and  U'vcniiri'.'i . 

2,747 ; 

572 

305 

204 

1.  100 

Industrial  suppllt's  and  niatorlals. , . 

.S,2.V)  1,170 

730 

051 

,53S 

1.H.52 

.Ai’rli’ultur.al  . 

'  KK7  22t'> 

lAO 

1S5  i 

131 

295 

Capital  PuulpttM'nt . 

4,  WJ  7,M 

,5fil 

1.1.54 

267  ' 

2.  120 

MachintTv . 

3,  021 

400 

H46 

242 

1..524 

TransiHjrtation  piiut[itnt'nt . 

1.  ItW  131 

ino 

30S 

26 

603 

Consumpr  goods,  nonfoo<I . 

‘  117 

126 

279 

19 

46.5 

.Ml  othpr . 

ftST  i  lOH 

I 

.56 

17H 

31 

314 

Vote.  — will  not  nocessarily  aiM  to  totals  ts'caiisi'  of  nmndinc. 
Sourco:  Dopartnii-nt  of  Comnion'e. 


related  to  the  level  of  European  economic  activity  and  of  consumption. 
The  United  States  is  also  an  imj)ortant  exporter  of  capital  goods  to  Europe, 
and  U.S.  sales  of  such  goods  have  been  growing  rapidly  in  recent  years.  Be¬ 
cause  the  demand  for  capital  goods  reflects  the  prospects  for  growing  mar¬ 
kets,  not  simply  large  markets,  continuing  economic  growth  in  Europe  is  of 
great  importance  for  an  early  solution  to  the  U.S.  balance  of  payments 
problem. 

The  close  dependence  of  other  countries  of  the  free  world,  and  particu¬ 
larly  of  the  less  developed  countries,  on  large  and  steady  foreign  exchange 
earnings  to  finance  ne('d<‘d  imports  gives  them.  ,as  well  as  the  United  States, 
a  special  interest  in  economic  developments  in  Europe.  The  heavy  depend¬ 
ence  of  many  countries  on  exports  of  primary  products  for  exchange  earn¬ 
ings  with  which  to  purchase  needed  imports  tnakes  their  development  pro¬ 
grams  especially  vulnerable  to  fluctuations  in  import  demand  either  in 
Europe  or  in  the  United  .States.  \  recession  or  slowdown  in  economic 
activity  in  either  of  these  major  industrial  regions  reduces  the  export  earn- 
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ings  of  the  other  countries  of  the  free  world  both  by  lowerinjo;  the  sales  of 
their  goods  and  by  weakening  the  prices  they  receive.  The  network  of 
world  trade  by  major  trading  areas  in  1961  is  shown  in  Table  16. 


Tabi.F.  16.— and  dfstination  of  frer  world  exports,  1961 
inilllons  of  dollars) 


Exi«)rts  to-* 

Exports  from  _ ^ 

'’ev'  Canmla' 

^  ports  . 

Eurr)|H':m 
■lapan  i  Eeonomie 
jC'omiminity 

1 

1  cutler 
'  yt  esfern 

1  Eiirotie 

He«t 

of 

»  orM ! 

Total  exports  ' . 

no  4  14  3  .13  1 

4.6  20  1 

2,1  4 

31 « 

IS.  7  1 .  3.  6  1 

1  7  3.  .1 

1  - 

- 1 

.1,  fi  3.2  . 

2  .  .  ,1 

1  1 

4  0  '  1  1  '  1  . 

3 

2  3 

Euroivan  Eronnmir  romtminitv. . 

30  0  2.  2  .  3  . 

.3  11  0 

H  <1 

T  3 

Other  Western  Eiiroix- . 

21.2  17  .7  1 

.  2  1  .1,  K 

6  3 

ti 

Host  of  worM  * . 

20. 0  tv  1  . «  ; 

'  1  1 

2  2  ’  7.  2 

1  1 

6  1 

'  ■ 

'  Excludes  some  trade  which  could  not  l>e  allocated  hy  destination. 

•  Excludes  Soviet  Moc. 

•  Excludes  “siieclal  c.atepory"  exixirts  of  $l.s  billion. 

Note.— Detail  will  not  newssarily  add  to  tot.ils  t)ecaus«‘  of  roundinp. 

Source:  t’nited  Nations. 

These  complex  world-wide  relationships  must  be  taken  into  account  in 
assessing  the  ultimate  impact  of  changes  in  U.S.  dtMuestic  economic  activiu 
on  the  U.S.  balance  of  pavments.  Economic  expansion  in  the  United 
States,  reducing  and  eventually  closing  the  gap  between  actual  and  potential 
output,  would  have  important  repercussions  throughout  the  world  econ¬ 
omy  and  signiheant  “feedback”  efTccts  on  the  U.S.  balance  of  payments. 
Because  of  the  sheer  size  of  the  United  States  in  the  world  economy, 
changes  in  its  trade  and  investment  outflows  aflPect  significantly  its  ovsti 
international  transactions  receipts.  The  complexity  of  the  feedbacks 
makes  it  impossible  to  trace  with  great  precision  the  impact  of  higher  eco¬ 
nomic  activity  on  the  U.S.  payments  position.  Rut  there  is  good  reason 
to  believe  that  the  adverse  impact,  even  in  the  short  run,  would  be  far  less 
than  is  frequently  assumed.  Furthermore,  vigorous  prosecution  of  pro¬ 
grams  aimed  specifically  at  improving  the  balance  of  payments  and  main¬ 
taining  price  stability  should  enable  the  United  States  not  only  to  avoid  an 
adverse  over-all  effect  but  to  strengthen  its  payments  position. 

Effects  of  domestic  expansion  on  foreign  trade 

The  most  obvious  effect  of  a  more  rapid  rise  in  GXP  would  be  a  more 
rapid  rise  in  imports.  Over  the  years,  total  U.S.  imports  have  maintained  a 
reasonably  stable  relationship  to  total  domestic  demand.  Some  imports 
complement  U.S.  production,  providing  both  raw  materials  for  expanding 
industrial  production  and  foreign  products  to  satisfy  diversified  consumer 
demand.  Other  imports  compete  with  domestic  products;  and  as  U.S. 
demand  increases,  imports  can  sometimes  respond  more  quickly  than  do¬ 
mestic  output. 
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o{  •  However,  the  net  balance  of  payments  impact  depends  also  on  the  feed- 
of  back  elTects.  Higher  U.S.  imports  provide  additional  dollars  to  foreigners. 
As  already  noted,  many  countries  are  so  hungry  for  foreign  goods  that  addi- 
^  tional  foreign  exchange  earnings  are  promptly  re-channeled  into  additional 
j  expenditures  abroad.  Additional  imports  by  the  United  States  will  increase 
substantially  the  foreign  exchange  earnings  of  these  countries,  and  the 
~  United  States  will  in  turn  receive  a  large  part  of  their  additional  export 
orders.  For  example,  over  one-fifth  of  U.S.  irnjxirts  come  from  Latin 

_  American  countries,  and  these  countries  together  buy  nearly  half  their 

31 «  *  imports  from  the  United  States.  Over  two-thirds  of  Canadian  imports 
»  normallv  come  from  the  L^nited  States.  Whether  the  United  States  main- 

9  '  ' 

tains  these  shares  of  Latin  American  and  Canadian  markets  depends,  of 
55  course,  on  the  competitiveness  of  L'.S.  products  and  the  salesmanship  of 
_  U.S.  firms. 

An  expanding  U.S.  economy  may  also  be  expected  to  strengthen  some 
of  the  primary  product  markets  which  have  deteriorated  in  recent  years. 
)  This  t(X>  would  add  to  the  export  earnings  of  countries  relying  heavily  on 
sales  of  primarx’  products,  and  would  maintain  their  demand  for  industrial 
in  imports  while  lessening  their  dependence  on  U.S.  economic  assistance, 
itv  However,  even  in  the  best  of  cases,  some  primarx'  product  markets  may 
ted  remain  weak. 

tial  Rising  domestic  demand,  by  reducing  unemployment  and  excess  capacity, 
tn-  )  may  after  a  time  create  upward  pre.ssure  on  domestic  prices  too.  Price 
Its  increases  in  export  industries,  or  in  industries  competing  with  imports, 
nv.  would  tend  to  weaken  the  U.S.  trade  position.  But  for  reasons  discussed 
wTi  in  Chapter  3,  raising  demand  for  goods  and  services  will  permit  more  effi- 
:ks  cient  use  of  existing  plant  capacity  and  of  underemployed  workers  still 
:o-  on  payrolls — in  short,  will  increase  the  productivity  both  of  capital  and 
;on  >  of  labor.  These  factors  work  counter  to  the  tendency  of  rising  demand  to 
ess  l  pull  costs  and  prices  up.  Higher  demand  will  also  reduce  pressures — by 
ro-  r  labor,  by  business,  by  agriculture — for  cost-increasing  or  protectionist  solu- 
in-  !  tions  to  social  and  economic  strains  created  by  prolonged  underutilization 
an  of  domestic  resources. 

^  Effects  of  domestic  expansion  on  U.S.  investment  abroad 

The  outflow  of  private  investment  funds  is  influenced  by  many  economic 
jre  *  factors,  especially  the  profitability  of  investment  abroad.  But  it  is  also 
Ja  influenced  by  economic  activity  in  the  United  States.  When  U.S.  capacity 
irts  .  IS  fully  utilized,  and  when  capital  for  domestic  investment  is  in  large  de- 
ng  ’  niand,  high  profitability  will  tend  to  keep  capital  at  home  provided  that 
ler  I  bank  credit  expansion  is  not  excessive.  When  capacity  is  underutilized, 
.S.  unemployment  widespread,  and  the  domestic  investment  outlook  discourag- 

lo-  ^  ing,  capital  will  seek  higher  profits  and  interest  yields  abroad. 

Full  utilization  of  capacity  will  also  increase  savings  in  the  United  States, 
both  corporate  and  individual.  In  its  impact  on  the  balance  of  payments. 

I 


this  increase  in  total  savings  works  counter  to  the  improvement  in  profit-  ! 
ability  of  domestic  investment,  since  some  of  the  new  savings  may  he  st'nt  ' 
abroad.  But  in  present  eircumstanees,  investment  abroad  is  probably  not  . 
limited  by  the  supply  of  savings.  Coqjorations  now  have  a  larger  cash  flow  ^ 
than  they  are  investing  both  at  home  and  abroad,  and  both  corporations  and  ^ 
individuals  have  had  ample  opportunity  to  invest  abroad  from  existint:  ' 
wealth,  i.e.,  from  past  savings.  For  these  rea.sons,  we  can  expect  the  im-  ' 
provement  in  profitability  which  full  utilization  will  bring-  reinforced  bv  ^ 
recent  and  proposed  tax  measures  to  improve  incentives  for  domestic  iiivest- 
ment — to  be  a  major  influence  in  reducing  the  outflows  of  U.S.  investment  ^ 
funds.  > 

In  recent  years,  .Americans  have  made  very  large  direct  and  j)ortfolio 
investments  in  Europe,  especially  in  the  EFIC.  I’hese  investments  have 
reflected  in  part  the  weakness  of  markets  and  profit  prospects  in  the  United 
States;  this  can  be  remedied  only  by  higher  utilization  of  domestic  capacity. 

They  have  also  responded  to  important  attractions  to  investment  in  ^ 
Europe,  but  the  resulting  outflows  can  be  ex|X'cted  to  diminish  in  size*.  f 

1.  The  vigorous  growth  of  European  economies  has  been  aeeom|)anied  f 
by  high  profit  rates,  and  the  steps  to  create  a  larg(*  internal  ec^nmon  market 
have  reinforced  expectations  of  substantial  profits.  I  here  are  now  signs, 
however,  that  profitability  is  declining  in  Europe:  some  of  the  most  obvious  ^ 
inv’estment  opportunities  have  already  been  exploited,  and  inen-asing  man-  ^ 
power  shortages  are  leading  to  increases  in  labor  costs  which  scjueeze  profit  ) 
margins.  Furthennore,  sharp  declines  in  EurofX'an  stock  prices — generally 
much  larger  than  the  U.S.  decline  earlier  in  1962  have  demonstiated  to 
some  American  investors  the  thinness  of  European  stock  mark('ts. 

2.  Many  American  businessmen  have  built  facilities  in  Europe  for  fear 
of  being  excluded  from  the  EEC  by  preferential  commercial  jrolicies.  The  1 
resulting  surge  of  capital  flows  to  Eurojie  can  be  expected  to  taper  off 
Moreover,  successful  tariff  negotiations  under  the  Trade  Expansion  .Act 
of  1962  would  reduce  the  tariff  discrimination  against  outside  producer? 
inherent  in  the  Common  Market. 

3.  Europe  has  achieved  political,  economic,  and  monetary-  stahilitv  in  i 
the  past  decade,  and  full  currency  convertibility  only  in  the  last  five  years.  ! 
Moreover,  in  an  age  of  missiles,  Europe  is  no  more  vulnerable  than  North  ’i 
America  to  military  attack.  These  developments  have  removed  certain  | 
extra-economic  factors  which  concentrated  capital,  both  .American  and 
foreign,  in  the  United  States  in  the  1930’s  and  1940's.  .Accordingly. 
American  individuals,  business  firms,  and  investing  institutions  have  recently 
had  special  reasons  to  reconsider  investment  opportunities  in  Europe,  and 
to  diversify  their  investments  to  include  European  assets.  This,  again,  h 
mainly  a  once-for-all  development,  which  will  spend  its  force  in  time.  ) 

4.  European  and  U.S.  tax  laws  have,  in  many  instances,  favored  invest¬ 
ment  in  Europe  over  comparable  opportunities  in  the  I'nited  State? 
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f  Recent  legislation  should  increase  the  relative  attractiveness  of  investment 
in  the  United  States.  'I'he  investment  tax  credit  and  changes  in  tax  regu¬ 
lations  governing  depreciation  should  increase  the  profitability  of  U.S. 
domestic  investment,  while  changes  in  the  tax  treatment  of  earnings  on 
)  foreign  investments  should  reduce  the  attraction  of  so-called  foreign 
tax-havens.  These  measures  are  described  more  fully  in  Appendix  A.  The 
'  tax  bill  to  be  recommended  to  the  Congress  this  year  should  also  encourage 
I  investment  at  home. 
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Summary  of  the  impact  of  expottsion  ott  the  balance  of  payments 

Fuller  use  of  domestic  resources  can.  therefore,  improve  the  balance  of 
payments  in  a  numbt'r  of  wavs,  .\gainst  these  improvements  must  be 
counted  several  negative  effects:  the  prompt  and  regular  response  of 
imports  of  goods  and  services  to  increases  in  domestic  activity  and  income; 
any  tendency  of  economic  expansion  to  pull  prices  up  or  to  encourage 
faster  increases  in  wage  rates  and  profit  margins;  the  increase  in  total 
saving.  Moreover,  the  favorable  effects  will  not  occur  all  at  once;  they 
may  be  slower  than  the  unfavorable  effects  of  expansion.  Considerable 
time  will  be  needed,  for  example,  for  cost-reducing  investments  to  yield 
higher  exjxnt  orders.  Capital  flows  should  adjust  mon'  cjuukly  to  domestic 
profitability,  but  many  months  may  be  recjuired  before  higher  utilization 
is  visibly  reflected  in  higher  yields,  higher  profits,  and  higher  profit 
expectations. 

No  one  can  be  certain  whether  the  positive  or  negative  effects  of 
domestic  economic  expansion  on  the  balance  of  payments  will  predominate 
in  the  long  run.  It  may  be  that  sustained  underutilization  and  deflation 
could  restrict  imports  and.  in  time,  encourage  exports  sufficiently  to  correct 
a  balance  of  payments  deficit.  Rut  neither  our  domestic  aspirations  nor 
our  world  responsibilities  ])ermit  us  to  follow  such  a  course.  .Xnd  recent 
experience  here  and  abroad  suggests  strongly  that,  ultimately,  the  key  to 
a  sustained  balance  in  international  payments  is  a  dynamic,  growing, 
fully  operating  economy.  'I'hat  kind  of  economy  has  prcxluced  payments 
surpluses  in  Europe,  while  5  years  of  economic  slack  have  not  eliminated 
the  U.S.  payments  deficit. 

Any  doubts  on  this  score  should  be  resolved  by  a  consideration  which  far 
transcends  mechanical  estimates  of  balance  of  payments  effects.  Long-run 
confidence  in  the  dollar  as  an  international  currency,  and  therefore  in  the 
international  payments  system  in  which  the  dollar  plays  a  central  role, 
depends  on  underlying  confidence  in  the  American  economy  -on  its  ability 
to  produce  efficiently,  to  use  its  vast  resources  fully,  and  to  grow  without 
inflation. 

The  .American  economy  is  still  the  ultimate  example-  the  showcase— of 
free  enterprise  in  action.  .A  sluggish  American  economy  will  raise  doubts 
everx’where,  and  especially  in  the  newly  developing  nations,  about  the 
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ability  of  a  free  enterprise  economy  to  perform  efficiently  and  to  grow  con¬ 
tinuously.  Full  utilization  and  economic  growth  in  the  United  States 
are  of  critical  importance  to  the  less  developed  countries  in  one  further 
respect.  These  countries  cannot  develop  without  an  increasing  ch'inand 
from  abroad  for  their  products.  They  cannot  diversify  their  eeonomirs  ) 
without  export  markets  for  their  new  products — especially  light  maniifar- 
tures.  Full  utilization  and  full  employment  in  the  United  States  will  not 
only  raise  U.S.  demand  for  these  imports,  but  will  also—  by  permittine 
labor,  capital,  and  enterprise  to  adjust  more  readily  to  changing  patterns  of  [ 
supply  and  demand — make  it  easier  to  accept  imports  of  light  manufac  turos 
even  when  they  compete  with  domestic  production.  > 

COMPETITIVENESS  OF  U.S.  PRODUCTS 

If  full  emplovTnent  and  rapid  growth  are  to  improve  the  balance  of  pay¬ 
ments,  there  is  one  crucial  recjuirement.  The  competitiveness  of  U.S.  prod¬ 
ucts  must  continue  to  improve.  Export  competitiveness  has  many  diinen-  | 
sions,  including  price,  credit  availability,  product  design,  timing  of  delivers  | 
sales  and  distribution  outlets,  and  s<'rvicing  facilities.  Strengthening  the 
U.S.  export  position  therefore  requires  a  broadly  gauged  program. 

In  the  past  two  years,  the  Department  of  Commerce  has  launched  an  | 
export  drive  to  inform  potential  U.S.  exporters  about  sources  of  foreign  de-  ; 
mand  and  to  acquaint  U.S.  manufacturers  with  foreign  requirements  | 
Details  of  the  National  Export  Expansion  program  are  giv(Ti  in  .Appendix  i 
A.  In  July  1962.  a  National  Export  Expansion  Coordinator  was  ap¬ 
pointed  by  the  President  to  oversee  and  coordinate  the  rnanv  aspects  of 
the  export  promotion  program.  The  Department  of  .Agriculture,  in  co¬ 
operation  with  private  trade  groups,  has  under  way  an  extensive  export 
promotion  program  directed  at  expanding  foreign  dollar  markets  for  U.S 
food  and  agricultural  products.  More  than  40  agriculture  and  trade  groups 
cooperate  with  the  Foreign  .Agricultural  Service  in  carrying  out  this  pro-  - 
gram.  In  addition,  as  described  in  Appendix  .A.  the  Export-Import  Bank 
has  greatly  improved  its  export  credit  programs  and  has  instituted  a  new 
credit  insurance  program  to  bring  the  credit  facilities  available  to  US 
exporters  closer  into  line  with  those  available  to  European  exporters.  While  ^ 
these  export  credits  defer  receipts  from  foreign  importers  to  a  later  date,  jf 
the  enlarged  exports  serve  to  interest  foreigners  in  .American  products  and  | 
Americans  in  foreign  markets.  | 

A  key  element  in  competitiveness  is  price.  If  we  want  to  sell  more 
abroad,  we  cannot  allow  our  prices — and  particularly  the  prices  of  our 
exports — to  rise  relative  to  those  of  our  major  foreign  competitors. 

Reversing  the  trend  of  the  mid-19.'j0's,  prices  on  the  whole  have  tended 
to  mov'e  in  favor  of  the  United  States  in  the  last  three  years.  Wholesale 
U.S.  prices  during  the  past  23  months  of  economic  recovery  have  been  - 
stable.  Meanwhile,  high  demand  and  growing  supply  shortages,  especial!'  j 


of  labor,  have  tended  to  raise  costs  and  prices  in  many  other  industrial 
countries  (Table  17). 


Tabi.E  17. —  Inlnnational  comparison  of  changes  in  prices  and  itages,  1953-62 
(I’prrpntiiKP  ohnnKp] 
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Country 

Consumer  price 
ln<lex 

Wholesale  price 
Index 

Hourly  earnings  In 
manufacturing 

19, '■.3  AH 

19.'’.»-f.2  1 

19.A3-.'.9 

19.A»-f>2  1 

19.A3-.'i9 

19.';9-ti2  1 

t’nlteil  Stales 

9 

4 

H 

0 

2f. 

9 

Belrliim 

10 

3 

1 

2 

33 

14 

.  Canada  . 

10 

4 

20 

>  -2 

'  Fnnce 

»  -H 

12 

>  -10 

7 

»>  13 

>  23 

Ciernuiny  (Federal  Itepuldlc) 

10 

>  13 

2 

>9 

4f) 

>  3« 

Italy 

13 

\i 

-2 

4 

31 

23 

Japan . .  .  . 

10 

Ifi 

-1 

6 

«36 

*28 

Nrlherlands 

IH 

>12 

f. 

>3 

I  40 

>  >  29 

Sweden  . 

20 

11 

7 

7 

40 

24 

I  nlted  Kingdom 

20 

12 

f. 

>33 

>  14 

I  I  Based  on  Incomplete  for 
I  t  Adjusted  for  changes  In  exchange  rates. 

I  •  Ifourlv  wage  rates. 

'  •  Monthly  earnings. 

Sources  Organlriitlon  for  Economic  ('ooperitlon  an<l  Development,  t’nited  Nations,  and  roiincil  of 
Economic  .Advi.sers. 

Industries  which  figure  importantly  in  U.S.  exports,  such  as  metals, 

'  machinery,  and  transport  equipment,  played  a  leading  role  in  the  U.S.  price 
*  inflation  of  1 955-58;  and  prices  in  these  industries  rose  considerably  more 
'  than  prices  of  similar  foreign  products.  I'he  relative  increase  in  U.S. 
prices  probably  contributed  to  the  decline  in  the  .American  share  of  world 
exports  of  manufactures.  Lately,  these  prices  have  not  risen  significantly, 
and  some  have  even  fallen.  .Avoiding  increases  in  these  prices  is  particularly 
important  for  success  in  expanding  U.S.  exports. 

Prices  reflect  costs  and  profit  margins.  Wage  increases  in  the  United 
States,  particularly  in  recent  years,  ha\e  been  modest  compared  with  in- 
l  creases  in  most  other  major  industrial  countries.  Even  where  productivity 
has  been  growing  raj)idly,  as  in  France  and  Germany,  wages  have  been 
rising  even  faster,  raising  unit  labor  costs.  In  the  United  States,  by  con¬ 
trast,  unit  labor  costs  have  actually  declined  since  1959.  The  period  of 
i  modest  wage  and  price  increases  in  the  United  States  has  also  been  one  of 
j  high  unemployment.  We  cannot  tell  how  large  these  increases  would  have 
been  in  the  last  5  years  if  unemployment  and  excess  capacity  had  been  sub¬ 
stantially  lower.  If  expansionarx'  economic  policy  is  not  to  be  severely  con¬ 
strained  by  an  adverse  external  balance,  wages  must  not  rise  faster  than 
productivity  for  the  economy  as  a  whole,  even  when  higher  employment  tips 
the  bargaining  scales  more  in  labor’s  favor.  Other  income  claimants  must 
respect  similar  limits.  Noninflationarx-  wage  and  price  behavior  and  its 
relation  to  productivity  are  described  in  Chapter  3.  Both  labor  and  man¬ 
agement  stand  to  gain  by  obtaining  higher  incomes  from  higher  output  rather 
'  than  by  seeking  full  capacity  incomes  from  undercapacity  operations. 


THE  UNITED  STATES  AND  THE  EMERGENCE  OF 
A  UNIFIED  EUROPE 


In  the  early  postwar  years,  the  United  States  necessarily  played  the  lead¬ 
ing  role  in  an  international  economy  disorganized  by  the  depression  of  ^ 
the  1930's  and  World  War  II.  As  a  market  for  other  nations’  goods,  a?  j 
a  source  of  needed  materials  and  capital  funds,  and  as  a  center  of  finance, 
the  United  States  had  no  peer.  But  reconstruction,  prosperity,  and  growth 
have  restored  Europe’s  historic  position  in  the  world  economy.  And  now  the  ‘ 
movement  toward  European  unity  is  leading  to  a  major  restructurins;  of 
international  economic  relations.  ■ 

European  prosperity  and  growth  and  increasing  European  economic  > 
unity  hav'e  not  deveiopc'd  indejiendently  of  each  other.  The  progress  toward 
greater  economic  unity  might  have  come  much  more  slowly  in  an  atmosphere 
of  economic  slack  and  uncertainty.  The  reduction  of  national  economic  | 
barriers  in  Europe  in  turn  has  fostered  economic  growth  bv  stimulatinc:  in¬ 
vestment  and  by  improving  efficiency.  i 

I 

POSTWAR  EI  ROPEAN  PROSPERITY  AND  GROWTH 

The  postwar  economic  growth  rates  of  various  industrial  nations  are  | 
compared  in  Chart  13.  Members  of  the  EEC  have  expericnec'd  rapid  | 
growth  in  total  output  and  in  output  per  man-year  of  emjiloyment.  Canada,  j 
the  United  Kingdom,  and  the  United  States  have  advanced  more  slowlv  ' 
While  European  growth  was  fastest  in  the  early  19')0’s,  it  has  continued  at  ' 
a  rapid  pace  even  in  recent  years.  Clearly,  Europe’s  progress  no  longer  can 
be  attributed  to  the  impetus  of  recovers-  and  reconstniction.  The  contrast 
with  U.S.  growth  over  the  past  .3  years  is  particularly  striking. 

European  growth  has  been  steady  and  stable.  Whereas  the  United 
States  has  had  four  recc-ssions  since  the  war,  there  have  been  onlv  two 
periods  of  economic  slack  in  Europe— in  19.32  and  1958  -  and  these  were 
marked  more  by  temporary  slowdowns  in  the  rate  of  expansion  than  bv  ^ 
actual  downturns  in  activity.  WTile  in  the  United  States  and  Canada 
unemployment  has  fluctuated  around  a  rising  trend,  in  Western  Europe  it 
held  at  compartively  low  rates  throughout  the  1950’s  or  else  contracted 
sharply  as  in  Germany  and  Italy. 

The  pace  of  European  growth  recently  has  been  somewhat  more  mod¬ 
erate  than  in  earlier  postwar  years,  but  the  reason  has  not  been  a  general 
deficiency  of  demand;  rather  it  has  been  pressure  on  supplv.  Such  con¬ 
venient  sources  of  growth  as  technological  “catching-up,”  the  elimination 
of  traditional  inefficiencies,  and  the  availability  of  large  inflows  of  immi¬ 
grants  are  beginning  to  dry  up.  Unemployment  is  low  and  new  entrant' 
to  the  labor  force  are  relatively  few.  But  continued  technological  progrc'' 
and  the  increased  efficiency  provided  by  the  reduction  of  internal  trade  bar¬ 
riers  within  Europe  are  still  expanding  Europe’s  economic  potential.  .5nd 
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CHART  13 

Growth  in  Real  Gross  National  Product, 
Selected  Countries 
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SOURCES  organization  FOR  ECONOMIC  COOPERATION  AND  DEVELOPMENT,  JAPANESE  ECONOMIC 
PLANNING  AGENCY,  AND  COUNCIL  OF  ECONOMIC  ADVISERS 

European  economic  performance  gives  cver\’  indication  of  continuing  to 
match  this  potential. 

PROGRESS  TOWARD  Et’ROPEAN  I'MTY 

Substantial  progress  has  been  made  since  World  War  II  toward  the 
attainment  of  the  centuries-old  ideal  of  European  unity.  The  most  far- 
reaching  step  taken  in  this  direction  since  the  war  is  the  formation  of  the 
European  Economic  Community,  with  its  goal  of  full  economic  union  and 
increased  political  unity  among  its  member  states. 

The  Community  was  established  by  the  Treaty  of  Rome,  which  was  signed 
nn  March  25,  1957  by  representatives  of  Belgium,  France,  Germany,  Italy, 
Luxembourg,  and  the  Netherlands.  .Article  2  of  this  Treaty  states: 

It  shall  be  the  aim  of  the  Community,  by  establisbing  a  Common  Market  and 
progressively  approximating  the  economic  policies  of  Member  States,  to  promote 
throughout  the  C.ommimity  a  harmonious  development  of  economic  activities,  a  con¬ 
tinuous  and  balanced  expansion,  increased  stability,  an  accelerated  raising  of  the 
standard  of  living  and  closer  relations  between  its  Member  States. 
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The  Rome  Treaty  is  an  ambitious  document;  it  is  also  provinc;  to  be  a  work-  | 
able  and  flexible  charter.  The  decision  of  the  Lbiited  Kinirdom  and  tlm-e  ^ 
other  European  nations  (Denmark,  Nonvay,  and  Ireland 'i  to  seek  adniis-  . 
sion  to  the  Community  testifies  to  the  success  and  promise  of  the  EEC. 

The  establishment  of  the  EEC  has  creati'd  a  powerful  new  trading  unit  ) 
in  the  international  economy.  The  magnitude  of  the  EEC,  both  as  it  is  and 
as  it  will  become  if  the  present  applicants  are  admitted,  is  indicatt'd  hv 
Table  18.  Even  as  presently  constituted,  it  is  a  vast  and  productive  eco-  i 
nomic  unit.  Its  population  is  only  sliijhtly  less  than  that  of  the  I’nited 
States.  Its  total  output  is  more  than  one-third  that  of  the  Ignited  States:  [ 
and  after  adjustment  for  differences  in  price  structure,  EEC  output  has  been  > 
estimated  at  approximately  half  L'.S.  output.  I 


Table  18. — Comparison  of  I'nitfd  States  and  Fumpran  Economic  Community 

selected  data,  19f>l 


Itpm 

fnlt 

Cnlted 

States 

EE('  1 

E  E  e  plus  1 

current  j 
applicanti  ' 
for  meinher- 
ship  > 

Population  . 

.Millions  of  m-rsons _ 

IN!.  7 

170.  7 

■iu:  j 

Civilian  labor  force  > . 

70.fi 

72.  H 

Di : 

Oros.s  output:  ‘ 

47.S  4 

•  173  7 

1 

*  2.M  ?  I 

2.  .SHS 

i.om 

i.on 

20.fi 

20  ,S 

3fi,2 

Ifi.  1 

20.fi 

»  4 

Exports  share  of  (tross  national  product  . 

Percent . 

4.3 

11.8 

ifl.t 

'  Includes  Bpleliim,  Francp,  Fivloral  Rppubllr  of  Oprm.any,  r.uxpmhoure,  N’othprlamls,  and  Italy 

•  Ciirrpnt  applirant.s  for  tnpmbprship  arp  Denmark,  Indand,  Norway,  ami  Unitp<l  Kinirdom. 

«  Data  for  1%0. 

<  .At  factor  cost;  .adjusted  to  pomparahle  definitions. 

•  Valnpd  at  ofiirlal  exphanp-  rates.  No  allow.anee  has  Nvn  made  for  dlfferenra^s  In  i)rlpp  striirtiirp 

•  Excludes  Intra-trade;  Imports  value*!  c.l.f.,  exports  value*!  f.o.b. 

Sources:  Organization  for  Economic  Cooperation  am!  T>eveloi)ment.  International  Monetary  Fund,  anl 
Council  of  Economic  .Advisers.  I 

The  EEC  has  extensive  trade  and  finant  ial  ties  with  the  rest  of  the  world. 

Its  imports  and  exports  together  >  not  including  intra-Community  trade 
account  for  18  percent  of  total  free  world  trade,  compared  with  17  percent  [ 
for  the  United  States.  The  EEC  as  a  unit  comprises  the  world’s  largest  ini-  l 
porter  of  acricultural  products  and  raw  materials  accounting  for  more 
than  25  percent  of  world  imports  of  those  commodities  in  1960  -and.  as  an 
agricultural  exporter,  it  is  second  only  to  the  United  States.  Exports  ac¬ 
count  for  12  percent  of  its  total  output,  compared  with  only  4  percent  for 
the  United  States.  EEC  countries  hold  a  larije  and  growing  share  of  the 
world’s  gold  and  foreign  exchange — 27  percent  in  September  1962. 

Membership  by  the  present  four  applicants  not  only  would  increase  the 
.size  of  the  Community;  it  also  would  have  an  important  cjualitative  impact. 
The  United  Kingdom  imports  more  temperate-zone  agricultural  products 
than  any  other  nation.  Moreover,  it  is  a  major  importer  of  manufactures 
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I  from  nonindustrial  countries.  These  products  comprise  a  significantly 
i  larger  part  of  U.K.  imports  than  of  EEC  imports. 

The  best  known  aspect  of  the  EEC  is  the  customs  union  for  which  the 
^  Tit'aty  provisions  are  most  explicit  and  toward  which  progress  has  been 
j  rapid.  To  achieve  a  customs  union,  barriers  among  its  member  states  must 
be  eliminated  and  a  common  external  tariff  established.  The  common  ex¬ 
ternal  tariff  contemplated  in  the  Treaty  is  the  unweighted  average  of  the 
I  national  tariffs  in  force  as  of  January  1,  1957,  with  the  exception  of  certain 
German  and  Italian  tariff  reductions  made  prior  to  that  date  which  were 
not  included  in  the  ba.se  used  for  calculation.  Certain  commodities 
)  were  specifically  exempted  from  this  formula  and  tariffs  on  them  were  to  be 
negotiated  separately.  The  d'reaty  also  provided  detailed  timetables  for 
removal  of  barrier's  to  intra-EEC  trade  and  for  alignment  of  national  tariffs 
to  the  common  external  tariffs.  These  adjustments  were  to  be  completed 
bv  1970,  but  the  timetables  have  since  been  accelerated, 
j  .All  quantitative  restrictions  on  industrial  goods  in  intra-Community  trade 
j  were  eliminated  on  December  31,  1961.  Tariffs  on  internal  trade  in  indus¬ 
trial  products  have  been  reduced  bv  50  percent.  On  December  30,  1960 — 
1  year  ahead  of  schedule — an  initial  30  percent  adjustment  of  national  tariffs 
to  the  new  common  external  tariff  took  place  and  a  second  such  step  is 
I  planned  for  July  1963.  In  its  succested  action  program,  the  EEC  Com¬ 
mission  has  proposed  the  elimination  of  all  internal  duties  and  the  full  at- 
'  tainment  of  the  common  external  tariff  no  later  than  the  end  of  1966.  Dur¬ 
ing  the  negotiations  in  the  General  .Agreement  on  Tariffs  and  Trade 
(G.ATT)  that  ended  in  March  1962,  the  EEC  agreed,  in  exchange  for 
U.S.  tariff  concessions,  to  reduce  its  common  tariff  by  20  percent  on  many 
industrial  items  for  which  the  United  States  is  the  Community’s  principal 
supplier.  C’omparahle  progress  has  not  been  made  toward  liberalizing  trade 
in  agricultural  products — either  intra-Community  or  with  third  countries — 
.  but  agreement  was  reached  early  in  1962  on  the  broad  outlines  of  a  Com¬ 
mon  .Agricultural  Policy. 

The  EEC,  by  moving  toward  the  elimination  of  internal  trade  barriers 

(and  a  common  external  tariff,  is  giving  its  member  states  increasingly 
^  preferential  access  to  a  vast  and  growing  market.  This  discrimination 
against  the  outside  world  is  inherent  in  the  formation  of  any  customs  union. 
Such  discrimination  diverts  trade  from  nonmembers  toward  the  member 
states.  How'ever,  the  reduction  of  internal  barriers  to  trade  broadens  the 
scope  for  efficient  allocation  of  resources  within  a  union;  it  is  also  likely 
to  provide  an  important  stimulus  to  investment  and  growth.  Whether  the 
net  result  is  beneficial  to  the  rest  of  the  world  depends  upon  the  particular 
conditions  of  the  case  in  point.  One  thing  is  clear:  the  lower  the  external 
tariff  of  a  customs  union,  the  smaller  is  the  burden  of  discrimination  on 
other  nations. 
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A  full  EEC  customs  union  will  be  a  creation  of  far-ranging  signifi-  | 
cance.  Rut  the  Rome  Treaty  itself,  the  histor\’  of  the  EEC,  and  the  views  of 
its  leaders  indicate  that  the  EEC  is  more  than  that.  'I'he  drafters  of  the  I 
Treaty  sought  to  lay  the  basis  for  a  fully  integrated  economic  union  within  ; 
which  goods,  capital,  and  people  will  movt“  freely  across  national  bound-  ^ 
aries — a  union  with  common  or  harmonized  {xilicies  in  such  diverse  mat-  f 
ters  as  taxes,  social  insurance,  money  and  credit,  and  market  organiza¬ 
tion.  Even  beyond  this,  the  drafters  looked  upon  the  EEC  as  establishing  i 
“the  foundation  of  an  ever  closer  union  among  the  European  jx'oples." 

The  success  of  the  EEC  in  promoting  economic  integration  seems  assured. 

Its  role  in  the  world  is  more  uncertain;  here  the  plans  and  goals  of  the 
Community  are  much  less  clear  and  definite.  \Vhere  differences  of  opinion 
and  interest  among  the  members  threaten  to  block  progress  toward  the 
Community’s  Europi'an  goals,  there  are  of  course  strong  temptations  to  > 
resolve  them  by  seeking  to  throw  the  burdens  of  adjustment  onto  the  rest 
of  the  world.  How  well  these  temptations  are  resisted  in  tlie  difTirult 
decisions  that  confront  the  Communitv  over  the  next  few  vears  will  deter¬ 
mine  whether  the  EEC  is  to  be  inward  looking  or  outward  looking. 

Et’ROPE  AND  WORLD  TRADE 

European  prosperity  and  emerging  European  unity  have  had  a  direct  i 
influence  on  European  trade.  From  19’)3  to  1961,  for  example,  the  share 
of  EEC  exports  in  total  fn'e  world  exports  (excluding  intra-EEC  trade)  in¬ 
creased  from  15  percent  to  20  percent.  But  parallel  with  this  development 
was  an  even  sharper  increase  in  intra-EEC  trade.  Exports  from  the  EF.C  to 
the  rest  of  the  world  increased  bv  97  percent  over  the  1953  -61  period,  while 
intra-EEC  exports  increased  bv  197  percent.  In  1953.  26  percent  of  total 
EEC  imports  came  from  within  the  Community:  by  1961,  the  jM'rcenta?f 
was  36  (Table  19).  This  development  stetns  in  part  from  rapid  Europ<'an 
growth,  but  it  also  reflects  the  reduction,  actual  and  anticipated,  of  interna! 
European  barriers  to  trade. 

There  has  been  little  change  in  the  share  of  imports  of  manufactures 
from  the  United  States  in  total  imports  of  manufactures  of  the  EEC  na¬ 
tions.  However,  total  U.S.  exports  of  manufactures  to  the  EEC  in  the  4 
years  following  1957,  the  year  before  the  Rome  Treaty  went  into  efTeci. 
increased  by  70  percent — from  $1.1  billion  to  $1.8  billion — whereas  U.S 
exports  of  manufactures  to  the  rest  of  the  world  declined  by  6  percent. 

Nevertheless,  this  experience  does  not  indicate  that  growth  in  European 
demand  induced  by  the  EEC  will  automatically  offset  increased  trade  dis¬ 
crimination  by  the  EEC.  The  EEC  is  only  one  of  the  factors  that  have 
fostered  recent  European  growth,  which  was  proceeding  rapidly  even  before 
the  Treaty  of  Rome.  .Mso,  the  virtual  elimination  of  quotas  on  manu¬ 
factures  since  1957  was  a  special  factor  favoring  U.S.  exports.  Whatever  | 


Table  19. — Eurnpean  Economic  Community  {EEC)  imports  by  selected  commodity  category  and 
source  of  supply,  1953  and  1958-61 
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Commodity  ratepnry  and  source 
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Percent  distribution 
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19.13  I 
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1959  ! 

1 

19fi0 

19fil  ,  19.13 
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1  1 
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1 
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100 
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100 
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s.  1  ; 
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34 

36 
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2.7 
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13 
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1  4  H 

1  1 
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100 
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2  3 

4..1 
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50 

52 

51 
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i  -fi 

1  *■* 

13 

1  ^  ^ 
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, 

12 

15 

13 

.\(trlcultural  products  • . 

1  3,H 

i 

i 

6,0 

1 

6.  1  100 

100 

1  100 

100 

100 

IntraKKf . 

.6 

.9 

12 

1 

1  '  * 

1  1.  ,1  16 

18 

21 

23 

1  24 

From  fnltcd  States . 

4 

!  ..5  , 

1 

.fi 

\  .0 

I 

.7  (  11 

9 

11 

1  11 

! 

■  Pprccnts  hii-scil  nn  imports  in  millions  of  <lollnrs. 
t  Stamluni  Intorimtioniil  ( 'isissiflcntinn  sections  S.  fi,  7,  and  H. 

•Standard  International  Trade  Classiflcation  sections  0.  1,  ami  4. 

Sources:  I’nlted  Nations  and  Orfninlr.ation  for  Fatmondc  C'ooiH'ratlon  and  Development. 


happens  to  European  growth  in  the  future,  the  commercial  policy  of  the 
EEC  is  a  matter  of  preat  concern  to  the  whole  world. 

The  emergence  of  lilx'ral  trade  policies  in  the  EEC  is  of  major  importance 
for  our  industrial  exports;  it  is  even  more  important  for  the  continuation 
of  high  agricultural  exports.  U.S.  agriculture  is  more  dependent  than  U.S. 

I  industry  on  Europe  as  an  export  market;  nearly  50  percent  of  U.S.  dollar 
sales  of  agricultural  exjxirts  goes  to  EEC  members  or  prospective  member 
countries.  While  these  agricultural  exports  have  been  increasing  in 
recent  years,  decisions  now  being  taken  by  the  EEC  concerning  its  Com¬ 
mon  .'\gricultural  Policy  will  have  a  profound  effect  on  the  future  course  of 
world  trade  in  agricultural  products. 

EEC  agricultural  policy 

The  EEC  members  reached  agreement  in  January  1962  on  the  major 
features  of  a  Common  .Agricultural  Poliev  to  replace  the  different  national 
systems  of  agricultural  support  in  the  member  states.  This  agreement  calls 
‘  for  a  uniform  agricultural  jwlicy,  based  largely  on  a  system  of  target  prices 
and  variable  levies,  to  be  established  by  1970.  The  agreement  also  provides 
fora  transitional  adjustment  period  permitting  price  differences  among  the 
members  of  the  EEC  until  1970.  Many  details  of  the  Common  Agricul¬ 
tural  Policy  have  not  yet  been  settled.  It  could  provide  the  basis  for  a  more 
p  rational  use  of  world  agricultural  resources;  or  it  could  severely  restrict  world 
1  trade  in  agricultural  products. 

I  On  July  50,  1962,  national  restrictions  on  imports  of  grain  (excluding 

rice)  were  replaced  bv  variable  levies  calculated  to  offset  the  differences  in 

1  * 

f  market  prices  (after  adjustment  for  transportation  costs)  between  the  EEC 
J  importing  country  and  foreign  suppliers.  The  levies  on  imports  from  other 
EEC  countries  are  to  be  eliminated  by  1970,  when  a  single  price  system  will 
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come  into  effect  throughout  the  Community.  During  the  transition  pe¬ 
riod,  national  support  prices  will  be  fixed  within  the  limits  set  by  the  high  , 
and  low  national  prices  prevailing  currently  in  the  Community. 

New  imfwrt  regpilations  related  to  differences  in  feed  grain  prices  inside 
and  outside  the  Community  were  also  instituted  for  poultry’,  eggs,  and  pork 
Minimurii  prices  have  been  established  for  these  products  within  the  Com- 
munity,  and  imports  at  lower  prices  are  barred.  .Agreement  was  also 
reached  in  principle  on  the  establishment  of  similar  arrangements  for  certain 
other  agricultural  products,  including  rice  and  dairy  products.  Prot('ctive 
and  support  arrangements  not  involving  variable  levies  have  been  established 
for  other  commodities,  such  as  fruit.  The  action  program  of  the  EEC 
Commission  proposes  as  a  goal  that  90  percent  of  EEC  agricultural  pro¬ 
duction  be  covered  by  common  policy  regulations  of  some  kind. 

The  January  1962  agreement  also  provides  for  subsidies  on  exports  to 
other  member  countries;  these  are  designed  to  enable  any  member  countn 
with  an  agricultural  surplus  to  meet  the  import  needs  of  other  member 
countries  where  the  price  of  the  commodity  is  lower.  These  subsidies  are 
scheduled  to  disappear  by  1970.  along  with  price  differences  among  mem¬ 
bers.  However,  the  agreement  also  envisages  export  subsidies  for  sales 
outside  the  Community  if  the  Community  as  a  whole  should  develop  an 
exportable  surplus. 

Under  the  system  of  variable  levies,  the  full  amount  of  national  produc¬ 
tion  forthcoming  at  domestic  support  prices  is  marketed  in  each  countrv. 
Only  after  these  supplies  are  exhausted  are  foreign  suppliers  likely  to  be 
able  to  enter  the  market.  In  the  transition  p)eriod,  EEC  suppliers  are  af¬ 
forded  priority  access  to  markets  of  other  member  countries  since  outside 
suppliers  must  pay  an  additional  fee  beyond  the  variable  levy. 

In  the  short  run,  high  market  prices  may  not  stimulate  a  substantial  ex-  | 
pansion  of  EEC  supplies.  Over  several  years,  however,  high  market  prices 
without  production  controls  for  domestic  producers  can  he  expected  to  in-  | 
crease  production  within  the  Community  significantly.  Moreover,  once 
the  transitional  period  ends  and  a  single  EEC  price  system  is  established.  ! 
production  anywhere  within  the  EEC  will  have  unlimited  access  to  the  | 
entire  EEC  market  at  the  prevailing  market  price.  | 

In  the  next  several  months,  the  EEC  will  face  difficult  decisions  con-  | 
cerning  the  development  and  application  of  its  Common  Agricultural  Pol-  I 
icy.  While  agreement  was  reached  on  establishing  a  single  Community  | 
target  price  for  grains  by  1970,  both  the  target  price  and  the  mechanism  I 
for  reaching  it  were  left  undecided.  A  decision  is  scheduled  to  be  made  § 
this  spring,  possibly  on  a  provisional  basis,  on  the  common  grain  prices  to  | 
come  into  effect  in  1970.  It  is  possible  that  this  decision  will  be  delayed.  ^ 
High  grain  prices  would  encourage  expansion  of  production  within  the  ! 
Community  and  seriously  curtail  its  imports,  while  relatively  low  grain  f 
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prices  would  encourage  international  specialization  and  trade.  The  estab- 
1  ,  lishment  of  these  prices  will  be  an  important  factor  in  determining  whether 

EEC  agricultural  policies  develop  along  trade-restrictive  lines  or  along  lines 
that  will  permit  efficient  agricultural  exporters,  such  as  the  United  States, 
to  continue  to  sell  in  the  EEC  market. 

How  the  Community  implements  its  Common  .Agricultural  Policy  will 
i  determine,  more  than  anything  else,  how  the  nations  of  the  free  world  de¬ 
velop  their  agricultural  policies-  whether  these  policies  are  internationally 
or  nationally  oriented,  whether  they  promote  efficient  production  and  com¬ 
petitive  trade  or  lead  to  protected  national  and  regional  markets  in  which 
resources  arc  used  inefficiently.  I'he  Community’s  agricultural  policy  will 
also  affect  the  entire  course  of  free  world  commercial  policy.  Industrial 
and  agricultural  trade  are  closely  interrelated  and  it  would  be  difficult  and 
I  shortsighted  to  try  to  maintain  highly  protective  barriers  in  one  and  free 
competition  in  the  other. 

The  Trade  Expansion  Act 

The  whole  free  world  can  benefit  from  removal  of  age-old  national 
barriers  to  the  full  utilization  of  Europe’s  productive  strength.  But  the 
nations  of  the  free  world,  both  within  and  outside  the  EEC,  must  assure 
that  the  EEC  uses  its  new  power,  not  as  a  lever  to  secure  gains  for  its 
members  at  the  expense  of  nonmemb<*rs  or  for  some  of  its  producers  at  the 
expense  of  others,  but  as  an  engine  to  promote  economic  progress  and 
cooperation  throughout  the  world. 

The  Trade  Expansion  Act  of  1962,  signed  by  President  Kennedy  in 
October,  is  designed  to  meet  this  challenge  by  enabling  the  United  States 
[  to  bargain  more  effectively  and  comprehensively.  The  tariff  reducing 
»  authority  provided  by  the  .Act  (outlined  in  .Appendix  A  )  greatly  increases 
i  U.S.  flexibility  in  tariff  negotiations,  particularly  in  negotiations  with  the 
EEC.  If  the  United  Kingdom  becomes  a  member  of  the  Community,  the 
'  special  authority  to  negotiate  tariff  reductions  greater  than  50  percent  with 
the  expanded  EEC  on  goods  for  which  the  United  States  and  the  EEC 
together  furnish  80  percent  or  more  of  world  exports  would  apply  to  a  wide 
[’  variety  of  products,  including  coal,  organic  chemicals,  transportation  equip- 
I  inent,  most  kinds  of  machinery,  photographic  supplies,  paints,  cosmetics, 
I  and  miscellaneous  chemical  products.  In  1960,  free  world  exports  of  those 
goods  to  which  the  s{>ecial  authority  would  apply  amounted  to  some  $22.5 
[  billion;  of  this  total,  exports  from  the  United  States  were  $8.8  billion. 
I  Those  from  EEC  countries  plus  present  applicants  were  $10.4  billion.  The 
^  United  States  and  the  EEC  as  presently  constituted  accounted  in  1960  for 
f  80  percent  of  world  exports  in  only  two  commodity  groups;  aircraft,  and 
I  margarine  and  shortenings. 

I  It  will  not  be  easy  for  the  United  States  and  the  EEC  to  reach  a  tariff 
I  agreement  of  the  comprehensive  scope  that  is  essential.  But  both  sides 
I  realize  the  imfX)rtance  of  providing  a  liberal  framework  for  world  trade. 

js 
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Since  any  tariff  reductions  negotiated  by  the  United  States,  the  EEC,  and 
other  participants  will  be  extended  to  other  free  world  nations  on  a  inost- 
favored-nation  basis,  these  trade  negotiations  will  contribute  to  a  general 
expansion  of  free  world  trade.  This  extension  of  tariff  reductions  to  other 
countries  gives  them  a  direct  interest  in  the  success  of  trade  negotiations 
under  the  Trade  Expansion  .\ct.  General  tariff  reductions  should  benefit 
all  nations,  including  those  exporting  products  in  competition  with  the 
exports  of  former  African  colonies  which  now  have  preferred  ac(  ess  to  the 
EEC  market.  Negotiations  under  the  spei  ial  authority  will  also  bimefit 
major  industrial  nations  such  as  Canada  and  japan-  the  two  largest  tiadinc 
partners  of  the  United  States.  To  achieve  maximum  success  in  tariff 
reduction,  full  participation  of  all  major  trading  nations  in  the  forthcominc; 
negotiations  will  be  essential. 

Since  trade  in  many  important  agricultural  products  is  restricted  not 
only  by  tariffs  but  also  by  quotas  and  other  barr  iers,  negotiations  concerninsr 
agricultural  trade  are  likely  to  prove  especially  complicated  and  dif¬ 
ficult.  Both  the  EEC  and  the  United  States  may  have  to  make  con¬ 
cessions  that  will  be  painful  to  some  producers  in  each  area.  With  the 
help  of  the  bargaining  authority  given  by  the  Trade  Expansion  .Act  of 
1962,  the  United  States  hopes  to  obtain  substantial  liberalization  of  trade 
in  agricultural  products  and  to  avoid,  in  the  long  run.  any  unfavorable 
net  impact  of  EEC  agricultural  policies  on  U.S.  agricultural  exports. 
Some  short-run  U.S. -EEC  understandings  along  these  lines  have  alreadv 
been  reached.  In  particular,  the  EEC  has  agreed  that,  if  the  common  policy 
for  grains  should  result  in  a  reduction  in  trade  in  higher  quality  wheat, 
corrective  action  will  be  taken  to  restore  historical  relationshij)s.  .Also, 
during  the  last  GATT  round  of  tariff  reductions,  the  United  States  received 
important  concessions  on  several  agricirltural  commodities,  including  cotton 
and  soybeans.  The  EEC  has  agreed  to  negotiate  further  on  trade  access  for 
ordinary-  wheat,  corn,  grain  sorghum,  rice,  and  poultry-,  and  to  reconsider 
during  the  next  general  round  of  negotiations  the  high  external  tariffs  for 
tobacco  and  vegetable  oils. 

These  understandings,  stemming  from  the  tariff  negotiations  concluded 
in  early  1962,  arc  linrited  and  do  not  themselves  assure  access  for  U.S. 
exports  that  compete  yvith  domestic  EEC  production.  Hoyvey-er,  they  point 
toyvard  rather  than  ayvay  from  liberalization.  In  contrast,  the  early  actions 
implementing  the  Common  Agricultural  Policy  indicate  a  trend  toward 
increased  protection.  It  yvould  be  unfortunate  if  this  trend  yvere  not 
reversed.  The  reversal  yvill  be  painful  to  some  EEC  producers  yvho  h-oc 
envisaged  the  Community  as  an  assured  market  for  their  products,  but 
yvill  be  in  the  general  interest  of  EEC  consumers. 

In  return  for  assurances  that  the  EEC  yvill  set  prices  at  levels  yvhich  will 
alloyv  efficient  exporters  continued  access  to  their  markets,  the  United  States 
may  have  to  limit  its  oyvn  export  subsidy  program  and  subject  its  own 


domestic  price  policies  to  international  review.  U.S.  agricultural  policies 
and  programs,  like  those  of  other  agricultural  exporting  countries,  will  be 
subject  to  close  examination  and  our  waiver  in  the  G.X'FT,  permitting  us  to 
restrict  agricultural  imports  under  certain  sp<*cific  conditions,  is  likely  to 
come  under  increasing  criticism. 

Quantitative  restrictions,  prohibitive  import  duties,  and  subsidies  are 
out  of  place  in  the  world  which  both  the  United  States  and  other  industrial 
nations  are  trying  to  build.  I  hey  do  not  meet  the  long-run  needs  of  pro¬ 
ducers  and  consumers  in  these  developed  countries;  they  restrict  mutally 
advantageous  trade;  and  they  are  unfair  handicaps  to  the  developing 
countries  in  other  continents. 

El’ROPF.  AND  THE  FLOW  OF  WORLD  CAPITAL 

.Mthough  the  countries  of  continental  Europe,  and  particularly  the  EEC 
member  countries,  have  grown  in  financial  and  economic  strength  since  the 
war,  they  have  not  assumed  international  investment  and  banking  respon¬ 
sibilities  (ommensurate  with  their  importance  in  world  trade.  Capital 
markets  in  se\eral  major  European  countries  remain  relatively  undeveloped 
by  .American  standards.  They  are  not  effective  in  channeling  savings  into 
long-term  dc'bt  instruments  or  ecjuity  capital.  These  markets  do  not  meet 
adequately  the  growing  domestic  recjuirements  for  long-term  capital,  let 
alone  foreign  demands.  Moreover,  most  European  countries  maintain 
official  controls  which  deter  foreign  issues  in  their  markets.  Many  of  the 
European  issues  which  are  floated  in  New  A’ork  appear  to  be  attracted  not 
so  much  by  differences  in  lenders'  interest  rates  as  by  other  advantages  in 
cost  and  service. 

Progress  toward  more  efficient  capital  and  money  markets  can  be  ex- 
pi'cted  under  the  EEC.  The  Treaty  of  Rome  envisages  reductions  of  bar¬ 
riers  to  the  free  flow  of  capital  within  the  Community.  Some  progress  in 
this  direction  is  already  being  made.  Several  individual  countries  are  also 
trying  to  improve  the  ade(|uacy  of  their  domestic  capital  markets  through 
institutional  and  governmental  reforms.  They  feel  a  pressing  need  to  do 
so  b('cause  businesses  are  now  less  able  than  in  the  early  postwar  years  to 
finance  investment  out  of  retained  earnings  and  must  inevitably  tap  the 
rising  volume  of  personal  savings.  Finally,  the  emergence  and  rapid 
develo])ment  in  the  past  ^  years  of  the  Fairo-dollar  market,  in  which 
European  banks  accept  and  re-lend  short-term  deposits  denominated  in 
U.S.  dollars,  represent  progress  toward  an  efficient  and  competitive  short¬ 
term  capital  market  for  Europe,  and  indeed  for  the  whole  world. 

I  he  inadecjuacies  of  European  caj)ital  markets,  in  addition  to  ( ausing 
Eurojjean  borrowers  to  turn  to  the  U.S.  market  for  funds,  have  limited  net 
outflows  of  private  capital  from  Europe  to  developing  nations  in  the  post* 
war  period.  In  recent  years,  the  total  outflow  of  private  long-term  capital 
from  the  European  membt'rs  of  the  Development  .Assistance  Committee 


(DAC)  to  the  developing  nations  has  amounted  to  onlv  a  little  more  than 
$1  '/a  billion  a  year.  Outflows  of  government  funds  have  partially  madt*  up 
the  deficiencies  of  private  capital  markets  in  this  respect.  D.AC  data 
show  that  official  capital  flows,  including  all  export  c  redits  of  more  than 
1  year,  from  its  Fairopean  members  rose  from  $1.1  billion  in  1956  to  $2.2 
billion  in  1961  and  that  there  has  b('en  some  tendenev  toward  easier  tenie 

THK  I’NITF.l)  ST.ATKS  .X.M)  THK  l.F.SS  DFVFI.OPFD  COI  NTRIF.S 

.•\  basic  objective  of  L’.S.  foreign  e(  (>nomie  policy  is  an  economic  environ¬ 
ment  in  which  the  peojile  of  all  nations  can  steadilv  raise  their  standards  of 
living.  Economic  growth  in  the  industrial  countries  should  sup|)ort.  and 
be  suppeu  ted  by.  progn'ss  and  de\  elopment  in  the  less  developc'd  ( ountries. 
I'he  transfer  of  capital  and  skills  from  the  industrial  nations  to  the  develop¬ 
ing  countries  is  increasinglv  important,  and  is  now  widelv  reeogni/(*d  as 
essential  for  speeding  their  development.  Hut  fonugn  assistance  will  not 
he  sufficient:  the  developing  countries  must  also  find  markets  for  their  rising 
output.  International  connneree  must  distribute  ecpiitablv  and  effic  ientlv 
the  fruits  of  productive  specialization  and  economic  growth. 

ECONOMIC  .ASSI.ST.WCE  FOR  INTF.RN.\TION.\I,  I)F.VF.I.OI>MF.NT 

Through  the  foreign  economic  programs  of  the  .Agency  for  International 
Df'velopment.  the  United  States  committed  $2.5  billion  to  the  less  de¬ 
veloped  countries  and  international  lending  institutions  in  the  fiscal  year 
1962.  a  sharp  rise  over  pre\ious  ye.ars  (Table  20).  There  has  also  been  a 
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marked  shift  in  emphasis  during  the  past  5  years,  especially  toward  Latin 
.America.  In  March  1961,  the  President  proposed  a  ten-year  program 
for  the  social  and  economic  development  of  the  .Americas.  The  .Alliam  e 
for  Progress,  stemming  from  the  projxtsals  in  his  address  and  from  the 
Act  of  Bogota  of  September  1960,  has  been  gathering  strength  and  taking 
concrete  form  in  national  development  programs  during  the  past  year. 


Multilateral  development  finaneinp;  must  supj)lement  I’.S.  foreitjn  as¬ 
sistance.  I’ S.  participation  in  multilateral  financintf  institutions — the 
World  Hank  and  its  afFiliates.  and  the  Inter-American  Development  Bank — 
is  an  important  aspi'ct  of  promotintj  economic  development.  1  he  World 
Bank  made  loan  commitments  of  almost  $900  million  in  its  latest  fiscal 
year,  witli  suhs<  rihed  funds  and  funds  raised  in  U.S.  and  other  capital 
markets.  The  International  Development  Association  (IDA),  an  affiliate 
of  the  Worltl  Bank  set  up  in  1960  to  make  credits  available  on  liberal 
terms,  will  commit  about  $100  million  of  such  credits  in  the  presimt  fiscal 
voar.  riie  demand  for  ID.\  fmaru  in^  has  necessitated  an  early  replenish¬ 
ment  of  its  resources,  and  neitotiations  are  now  b(‘in<j  carried  on  amonc; 
ID.\’s  iiKinhers  for  substantial  new  contributions.  Authority  for  the 
United  States  to  contribute  will  be  sought  at  this  session  of  Congress.  A 
second  affiliate  of  the  World  Bank,  the  International  Finance  Corporation, 
was  esablishi’d  to  a.ssist  private  enterprise  in  developing  countries. 

The  Intel -.\merican  Deselopment  Hank  IDH)  is  playing  an  increasingly 
important  role  in  the  .Mliance  for  Progress.  It  lends  its  subscribed  ri'- 
sources  anil  borrowed  funds,  and  administers  the  .Social  Progress  d  rust 
Fund,  which  is  financed  bv  the  U.S.  Government.  Iiu  reases  in  the  avail¬ 
able  resources  of  the  IDH  and  the  .Social  Progress  Frust  Fund  will  also  be 
sought  from  the  Congri'ss  this  year. 

U  S.  economic  assistance,  even  when  joined  with  that  of  other  nations 
and  international  agencies,  can  jirovide  only  a  small  part  of  the  total  capital 
and  tei  hnical  lesources  needed.  In  the  14  countries  receiving  over  two- 
thirds  of  U.S.  development  aid.  1962  per  capita  income  averaged  about 
$130  .md  domestic  per  capita  saving  available  for  development  averaged 
$18.  U..S.  assistance  furnished  over  $2  per  capita  to  these  countries.  The 

small  extra  amounts  provided  bv  this  assistance  permit  an  inflow  of  machin- 
en.  and  eijuipment.  s[)are  parts,  essential  commodities,  and  technical  skills  to 
the  aided  economies  that  makes  it  possible  for  them  to  marshal  internal  re- 
s'nirces  far  more  effectisely.  The  United  States  tries  to  design  the  amounts, 
timing,  content,  and  conditions  of  its  assistance  in  order  to  encourage  re¬ 
cipient  countries  to  strengthen  their  own  development  efforts.  The  will¬ 
ingness  of  countries  to  adopt  self-help  measures  increasingly  influences  the 
alliKation  of  L  .S.  aid.  I'he  type  of  assistance  extended  to  any  foreign 
country-  is  influenced  by  the  nature  of  our  objectives,  the  nature  of  our  re¬ 
lations  with  the  government,  the  country’s  political  situation,  and  the 
capacity  and  potential  of  the  lix  al  economy. 

In  many  developing  countries,  foreign  assistance  is  indispensable  for  the 
economic  development  required  to  preserve  stable,  nonauthoritarian  politi¬ 
cal  institutions.  Hut  this  economic  development  should  become  self-gen¬ 
erating.  It  must  not  only  expand  the  flows  of  skilled  manpower,  savings, 
and  other  domestic  inputs  required  for  self-sustaining  growth;  it  must  also 
generate  the  foreign  exchange  earnings  which  will  enable  the  developing 


nations  eventually  to  become  independent  of  foreip;n  assistance.  The  iin- 
|K>rts  needed  to  j)roinote  economic  growth  and  to  meet  rising  consumption 
standards  can  he  obtained  onlv  by  substantial  expansion  of  exports.  In 
the  vears  ahead,  the  pace  at  which  economic  development  will  proceed  and 
the  rate  at  which  the  developing  nations  reduce  their  dependence  on  foreign 
assistance  will  dejjend  ver\'  heavily  upon  the  pace  at  which  they  can  in¬ 
crease  their  exjjort  markets. 

TR-VOF.  AS  AN  “ENOINE  OF  OROWTH" 

Foreign  trade  has  historicallv  been  of  major  importance  in  stiimdating 
and  facilitating  economic  development.  Rut  the  relationship  between  trade 
and  development  has  varied  with  national  circumstances. 

The  United  .States,  richlv  endowed  with  natural  resources,  was  abh'  tn 
develop  and  export  resource-using  prcniucts  needed  in  Eunij>e.  During 
the  19th  century,  when  the  I’^nited  States  was  in  transition  from  a  pre¬ 
dominantly  agricultural  and  raw  material  prcxlucing  economy  to  a  major 
industrial  power,  exports  of  agricultural  products  and  raw  materials  fur¬ 
nished  a  inajor  share  of  U.S.  earnings  of  foreign  exchange  Tn  1870. 
primarx’  products  accounted  for  81  percent  of  the  total  value  of  U  S 
exports.  Even  as  late  as  1900,  their  share  was  approximatelv  fi.'i  percent. 

Japanese  growth  followed  a  different  pattern.  Tracking  abundant  natural 
resources,  Japan  concentrated  on  the  development  of  its  human  resources 
and  on  the  export  of  labor-using  agricidtural  and  manufactured  prochicts. 
Foreign  exchange  earnings  from  these  exports  financed  imports  of  raw 
materials  and  capital  equipment  necessary  for  industrialization. 

No  single  trade  and  development  strategy-  is  appropriate  for  all  economies. 
The  appropriate  policy  for  a  countrv  depends  on  its  particular  n'source  en¬ 
dowment,  its  peoyile,  its  location,  and  manv  other  factors:  a  careful 
assessment  of  these  factors  is  a  first  step  in  the  design  of  d(‘velopment 
programs. 

Trade  problems 

Developing  economies,  whatever  strategies  for  development  and  trade 
they  choose,  today  face  certain  disadvantages  that  impinged  less  heavilv  on 
the  developing  economies  of  the  late  19th  and  early  20th  centuries.  Simul¬ 
taneous  efforts  by  many  countries  to  increase  foreign  exchange  earnings 
to  finance  development  place  downward  pressure  on  the  prices  of  the 
goods  they  export.  And  competition  from  new  substitute  products  in  the 
industrial  countries — the  widespread  replacement  of  silk  by  nylon  is  a 
classic  example — constantly  threatens  the  markets  of  countries  with  less 
abundant  capital  and  less  advanced  technologv-.  .^gainst  this  sharp  compe¬ 
tition  for  markets  must  be  placed  the  advantage  of  deliberate  development 
assistance  from  the  more  developed  nations  and  unparalled  possibilities 
for  the  rapid  transfer  of  advanced  technology'. 
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Despite  dramatic  fluctuations  in  the  prices  of  foodstuffs,  agricultural 
raw  materials,  and  minerals  since  the  192n’s,  the  pric  es  of  these  products 
in  the  mid-19,')0’s  bore  essentially  the  same  relationship  to  prices  of  products 
produced  in  the  industrial  countries  as  they  did  30  years  earlier.  Since  the 
mid-1930's,  however,  the  prices  of  primar\’  products  have  declined  sharply 
relative  to  the  prices  of  finished  products  (Table  21 ).  This  decline  has  not 
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affected  all  commodities  unifonnly.  Some  foodstuffs  have  declined  more 
than  fibers  and  nn'tals.  .\nd  prices  of  a  fc’w  commodities,  such  as  silver, 
tin.  and,  more  recently,  sutjar,  have  risen. 

Manv  less-dc'veloped  countries  have  turned  to  labor-intensive  light  manu¬ 
facturing  in  an  attc'inpt  to  compensate  for  the*  decline  in  price's  of  primars' 
prcxlucts  bv  dc'veloping  new  export  prcxlucts  and  rc'plac  ing  nc‘c'dc-d  imports 
with  domestic  production.  India.  Pakistan.  Spain,  and  3’ugoslavia,  among 
others,  are  attc-mpting  to  supplement  earnings  from  the  c-xport  of  industrial 
materials  by  exporting  textiles  and  other  light  manufacture's.  1  his  trend 
can  be  ex|M‘cted  to  wc'aken  markets  for  such  products  both  in  the  ad\  aneed 
countric's  and  in  devt'loping  countries.  Japan,  which  pionc'ered  the  dc'vel- 
opment  route  of  light  industiv.  is  beginning  to  fc-el  compc'titive  jiressure 
from  other  areas  and  is  shifting  more  and  more  to  heavy  industiy.  India 
expec  ts  to  be  a  substantial  exportc'r  of  stc'el  to  other  .•\sian  nations  in  the 
near  future.  Such  shifts  in  the'  composition  of  the  exports  of  the  Ic'ss 
develojied  countric-s  are  necessarv  if  *hese  countries  are  to  become  self-sup¬ 
porting  and  achic've  the  higher  levels  of  income  thc'y  seek. 

.•\djustments  will  bc'  rc'cjuired  bv  the  less  developed  countric's  if  they  are 
to  take  effc'Ctive  ad\antage  of  the  freer  trade  opportunities  offc'red  by  the 
industrial  nations.  Pheir  eommoditv  pc^licic's  must  avoid  the  mistake  of 
stimulating  surplus  production.  Ciountries  producing  commodities  in  long- 
run  oversupply,  such  as  coffc'e.  must  be  eneouragc'd  to  shift  into  other  prod¬ 
ucts.  Efficient  specialization  in  raw  material  production  among  countries 
must  be  encouraged,  but  countries  which  are  overlv  dependent  on  the' 


output  of  primary  products  must  endeavor  to  diversify  and  industriaIi/(' 
their  economies. 

Cooperation  for  u  ideninij  markets 

The  ability  of  the  less  developed  countries  to  increase  earnintjs  depends 
both  upon  tirowint;  world  demand  and  iipon  the  commercial  policies 
followed  hv  the  industrial  countries. 

Economic  erowth  in  the  advanced  ec  onomies  will  tjreatlv  facilitate  world¬ 
wide  economic  development.  Rapid  economic  expansion  leads  to  increased 
world  demand  for  the  industrial  materials  and  lipht  manufactures  produced 
in  the  less  developed  countries.  Slupcish  economic  performance  in  the  ad¬ 
vanced  economies,  on  the  other  hand,  places  increasincf  pressure  on  the 
prices  of  exports  of  developinEj  countries,  and  also  hardens  n'sistance  within 
the  advanced  countries  to  the  domestic  adjustments  called  for  hv  increased 
imports  from  developine:  areas. 

The  industrial  nations  can  make  an  essential  contribution  to  worldwide 
economic  development  hv  accepting,  and  indeed  encouraging,  th«‘  expansion 
of  imports  from  the  newlv  developing  countries.  Free  access  to  the  markets 
of  the  industrial  nations  is  of  major  im|x^rtance  in  providing  developing  na¬ 
tions  with  the  foreign  exchange  needed  to  pun  base  the  imports  essential 
for  their  own  economic  development.  In  terms  of  the  total  output  of  the 
advanced  economies,  increasing  imports  from  developing  areas  can  h('  easilv 
absorbed:  but  there  are  generallv  some  domestic  producers  who  will  he 
affected  hv  increased  comjaetition  from  imports.  The  advanced  countries 
must  find  wavs  to  ease  their  problems  of  adjustment  which  do  not  int('rfere 
with  trade.  The  Trade  Expansion  .Xct  contains  important  new  adjustment 
provisions,  described  in  .Apj)endix  A,  to  ease  the  hardships  of  transition  and 
help  finns  and  workers  affected  bv  foreign  competition  shift  to  new  lines 
of  work. 

The  benefits  of  increased  exports  from  the  developing  nations  accrue 
not  to  these  nations  alone,  but  to  the  industrial  nations  as  well.  Given 
the  assurance  of  open  markets  for  their  exports,  the  developing  nations 
are  capable  of  providing  cheaply  and  efficiently  to  the  advanced  economies 
large  and  growing  supplies  of  industrial  materials,  foodstuffs,  and  lieht 
manufactures.  The  United  States  and  other  industrial  economies  will 
directly  benefit  from  these  increased  exports  in  lower  production  costs  and 
cheaper  consumer  goods.  .And  any  single  country  will  find  its  ability  to 
compete  in  export  markets  seriously  impaired  if,  through  its  own  restrictive 
policies,  it  denies  itself  these  gains. 

Certain  domestic  economic  programs  in  developed  economies  can  have 
side-effects  detrimental  to  the  interests  of  the  less  developed  nations.  In 
the  case  of  the  United  States,  for  example,  oil  imjxirt  controls  have  re¬ 
stricted  purchases  of  petroleum  from  overseas  areas.  Subsidized  agricultural 
exports  from  the  United  States  compete  in  world  markets  with  the  agricul¬ 
tural  exports  from  other  nations.  More  recently,  for  balance  of  pavnient' 


reasons,  the  I’nitecl  States  has  limited  overseas  defense*  and  AID  procure¬ 
ment  with  the  result  that  the  dollar  earnings  of  several  developing  countries 
have  h<-en  reduced. 

Cooperation  among  industrial  nations  in  establishing  a  framework  of 
world  trade  n'sponsive  to  the  interests  of  developing  economies  is  essential. 
The  United  States  has  taken  an  active  role  in  promoting  this  cooperation. 
It  is  attempting  to  prevent  furtlu'r  deterioration  of  the  prices  of  key  primary 
pnxlucts  hv  iK'gotiating  effective  cortunodity  agreements  where  practicable 
and  bv  exploring  international  credit  mechanisms  for  dampiru^  short-run 
fluctuations  in  the  export  earnings  of  the  primary  producing  countries.  The 
U  S.  objective  is  a  worldwide  solution,  which  might  include  s(‘lective  inter¬ 
national  commodity  agreements,  compensatory  financing  arrangements,  and 
economic  programs  designed  to  encourage  diversification  in  the  primary* 
pnKlucing  economies.  'I'he  International  Coffee  .\greement  negotiated 
in  1962  is  an  example  of  efforts  along  these  lines. 

riie  Uniti'd  .States  was  instrumental  in  securing  the  negotiation  of  a  long¬ 
term  Cotton  Textile  .Xgreement  at  the  February  1962  meeting  of  the  G.\TT 
Cotton  Textile  Committee.  This  .Agreement  regulates  the  conditions  under 
which  importing  countries  may  imjxtse  measures  to  prevent  the  disruption 
of  their  domestic  markets,  and  provides  for  the  relaxation  of  quotas  in  the 
restricted  FT.C  markets  on  cotton  textile  imports  from  the  less  develo|)ed 
countries.  Ultimately,  of  course,  the  g«-neral  objective  of  U.S.  foreign 
economic  poliev  is  a  trading  world  free  of  cjuantitative  restrictions. 

The  Trade  Expansion  .Act  of  1962  j)rovides  a  major  tool  for  the  develop¬ 
ment  of  open  and  nondiscriminator\-  trading  throughout  the  free  world. 
The  new  authority  granted  to  the  President  under  the  .Act  will  be  used  to 
the  full  to  obtain  freer  access  to  protected  markets,  not  only  for  the  United 
States  and  the  other  Industrial  nations,  but  for  the  developing  nations  as 
well. 

The  industrial  nations  of  the  free  world  are  agreed  on  the  urgency  of 
achieving  greater  cooperation  in  supporting  the  development  efforts  of  the 
less  developed  nations.  This  consensus  was  clearly  expressed  in  the  final 
communique  of  the  1962  Ministerial  Meeting  of  the  OECD,  which  rec¬ 
ognizes  that  trade  and  development  policies  are  closely  linked  and  calls 
special  attention  to  the  need  for  integrating  aid  programs  more  closely  with 
other  efforts  to  stabilize  and  expand  the  foreign  exchange  earnings  of 
developing  countries. 

NEW  PROBLEMS  FOR  THE  UNITED  STATES  AND 
THE  WORLD  ECONOMY 

Greater  integration  of  the  world  economy  promotes  efficient  division  of 
labor  among  countries  and  promises  high  rewards  in  economic  welfare  for 
all  nations:  a  fre»'r  flow  of  goods  among  nations  unburdened  by  discrimina¬ 
tory  barriers  to  trade;  movement  of  capital  across  national  boundaries  rela- 
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lively  uninhibited  by  currency  restrictions;  an  increasing  volume  of  eco¬ 
nomic  assistance  to  raise  living  standards  in  the  developing  nations.  All 
these  represent  progress  toward  our  economic  objectives. 

But  these  developments  are  also  pt^sinti  new  problems  for  polit  y  and 
subject  all  countries  to  new  constraints  on  independent  domt'stic  actions. 
Freer  trade  unifies  world  markets,  and  competition  in  unified  markets  will 
not  permit  any  nation's  prices  to  get  far  out  of  line  without  reducing  sales 
drastically.  Freer  capital  mtnements  and  currency  convcrtibilitv  tend  to 
create  world  capital  and  money  markets  in  which  domestic  interest  rates 
cannot  deviate  too  much  from  those  abroad  without  encouragine:  laree 
flows  of  capital.  Foreign  aid  and  direct  investment,  moreover,  may  limit 
the  national  advantages  of  new  products  and  tcchni(]ucs.  as  the  imunations 
are  (|uicklv  transmitted  to  foreign  economies. 

The  greater  integration  of  the  world  economv  is  cK  curring  onlv  gradualK  : 
but  the  limits  such  a  development  mav  place  on  ind(‘pendent  national  action 
should  be  anticipated  and  faced  stjuarely. 

CORRECTING  IM B.M,.\NCF..S  IN  INTKRNATION.M.  I'.WMENT.S 

International  transactions  mav  be  c\|)ected  in  thi'  future  to  reflect  more 
rapidly  and  more  fullv  than  in  the  past  divi'rgences  among  nations  and  < on- 
tinents  in  economic  developments  in  jirices.  costs,  economic  growth,  interest 
rates,  profitabilitv.  demand,  availabilitv  of  natural  resources,  or  technical 
progress.  These  divergences  will  be  speedily  reflected  in  imbalances  in  inter¬ 
national  payments.  Yet  the  process  of  adjustment  to  fundanit'ntal  imbal¬ 
ances  in  international  payments  has  not  vt't  beiTi  correspondinglv  impro\ed 
Indeed  some  mechanisms  of  adjustment  which  have  been  important  in  earlier 
periods  are  less  available  today,  because  their  use  conflicts  with  otlu'r  national 
or  international  goals. 

The  ad  hoc  imposition  and  relaxation  of  trade  and  ('xchange  controK  cm 
private  transactions,  so  frequentlv  used  for  correcting  imbalances  a  decade 
ago.  are  increasingly,  and  properly,  eschewed  bv  the  major  trading  nations. 

External  imbalances  can  freiim'ntly  be  eliminated  bv  (  hanges  in  domf''ti( 
economic  activity.  Lower  aggregate  internal  di'inand  will  gemMallv  lower 
imports,  while  higher  domestic  demand  will  spill  over  into  imjiorts.  Some¬ 
times  these  consec|U('nces  help  to  stabilize  the  domestic  economv:  inflation 
is  checked  by  an  emergence  of  an  external  deficit,  or  recession  is  cushioned 
by  a  balance  of  payments  surplus.  In  these  cases,  internal  policy  measures  to 
restore  domestic  ef|uilibrium  also  tend  to  restore  external  balance.  But  in 
other  cases,  this  mechanism  for  adjusting  the  balance  of  payments  conflicts 
sharply  with  universally  ac(  epted  domestic  economic  objc'ctives  fidl  em¬ 
ployment  and  stable  prices.  For  in  these  cases  it  r('{|uin‘s  domestic  incomes 
to  fall  when  they  are  already  too  low  and  uiKMiiplovment  to  rise  wIkti  it  is 
already  high.  Or  it  recjuires  money  incomes  and  prices  to  rise  further  ('ven 
when  they  may  be  already  rising  too  rapidly.  In  the  Lbiited  .States,  siirli 
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|«)lic  v  would  oft(‘n  lx*  inconsistent  with  the  mandate  of  the  Emjtloyinent  Act 
of  1946,  and  manv  other  countries  have  similar  commitments  to  maintain 
both  a  hitih  level  of  domestic  activitv  and  reasonable  price  stability.  More¬ 
over,  for  K'asons  alreadv  tlis(  ussed,  it  is  doubtful  whether  depressincf  th«’ 
level  of  domestii  activitv  could  eliminate  for  mon*  than  a  brief  period  a 
deficit  in  international  payments  of  a  ( ountr\’  as  larm-  and  central  to  th<‘ 
world  economv  as  is  the  Ignited  States. 

I'Achanun'  rate  adjustments  are  sanctioned  by  the  Articles  of  .Vijreement 
of  the  International  Nfonetan  Fund  for  the  purpose  of  correctini;  “funda- 
mentar'  imbalances.  But  in  [tractice.  the  exchange  deftreciation  required  to 
restore  balance  in  the  short  run  ^enerallv  exceeds  what  is  retjuired  over  a 
loncjer  pericnl  ('f  time.  wIkui  labor  and  capital  can  adjust  to  the  new  structure 
of  relative  prices  and  exchamje  r.»tes.  Such  adjustments  thus  (  reate  new 
iinhalaiK  (‘s  in  the  futuic.  Moreover,  anticipation  of  chantjes  in  exchantre 
rates  between  freely  consertihle  currencies  stimulat(“s  enormous  flows  of 
speculatixc  capital  and  disrupts  normal  transactions.  For  this  reason,  in 
the  world  as  a  whole  exchange  rate  adjustment  is  a  remedy  that  cannot  be 
used  verv  often  without  creatinij  more  imbalances  than  it  solves.  Th(' 
dollar,  in  panic  idar.  is  so  widcdv  held  abroad  as  a  store  of  value  by 
ofhc  ial  and  private  institutions  that  an  adjustment  in  its  ijold  content  would 
Cravely  disturb  the*  international  pavments  system.  I'.S.  jx)licy.  repeatedly 
reafFirmed.  is  to  maintain  the  present  ijold  {rarity  of  the  dollar. 

.Sc'xcral  methotis  for  eliminatinij  imbalances  remain  ojx'n,  but  they 
opcTate  onlv  slowly. 

Merdest  and  gradual  {nice  adjustments  ofTer  some  prospect  for  correct- 
in<I  imbalances  without  courtin]^  either  rajrid  inflation  or  hitth  unemjrloyment. 
('oiintries  in  jrayments  suijrlus  minht  allow  factor  costs  to  rise  more  ra|iidly 
than  jrroductivity,  while  countries  in  deficit  kee{)  increases  in  money  incomes 
within  the  berunds  erf  jrroductivitv.  {rermittint;  some  prices  to  fall.  Risin<4 
exjrort  {rrices  in  sur{rlus  countric's  and  stable  or  falling  {rrices  in  deficit  coun¬ 
tries  could,  in  time,  eliminate  payments  deficits  and  sur{rluses.  In  fact, 
equilibrating;  {nice  adjustments  are  cpiite  consistc'nt  with  over-all  {rrice  sta- 
hilitv  if  a|r{rro|rriate  jrrice  changes  in  ex|iort  and  im{xrrt-com}X'tin£r  sectors 
are  offset  by  changes  in  crtlier  domestic  and  im|}ort  {rrices. 

The  conqretitive  res{r(rnse  of  {rri\  ate  business  to  inroads  of  foreiejn  {rrod- 
ucts  in  traditional  markc'ts.  Ixrth  at  lunne  and  abroad,  can  be  a  {rowerful 
equilibratint;  facterr.  Selective  {nice  adjustment  is  only  one  {rossible  re- 
s{ronse.  (4iam;c‘s  in  {ricKluct  d(‘sii;n,  im{rrovements  in  service,  and  better 
credit  terms  can  all  {rlay  an  im{Krrtant  role.  .\n  exam{rle  is  the  res{ronse 
r  S.  autermobile  desi{;n  ter  shaqr  increases  in  im{rorts  of  foreitjn  cars 
several  years  aqo.  CJovermiK'nt  efbrrts  to  s{rur  ex{r(rrts  can  also  be  used  to 
reduce  imbalances.  But  once  varirrus  countries  are  on  a  par  in  this  re¬ 
spect,  overlv  com{retitive  use  of  s{recial  tjovrunment  incentives  would  be 
inefficient  for  the  world  as  a  whole  and  ineffective  for  individual  nations. 


lively  uninhibited  by  currency  restrictions;  an  increasing  volume  of  eco¬ 
nomic  assistance  to  raise  living  standards  in  the  developing  nations.  .Ml 
these  represent  progress  toward  our  economic  objectives. 

But  these  developments  are  also  posing  new  problems  for  polii  y  and 
subject  all  countries  to  new  constraints  on  independent  donK'stic  actions 
Freer  trade  unifies  world  markets,  and  compi'tition  in  unified  markets  will 
not  permit  any  nation’s  prices  to  get  far  out  of  line  without  reducing  sales 
drastically.  Freer  capital  movements  and  currency  convertibility  tend  to 
create  world  capital  and  monev  markets  in  which  domestic  interest  rates 
cannot  deviate  too  much  from  those  abroatl  without  encouraging  large 
flows  of  capital.  Foreign  aid  and  direct  investment,  moreover,  may  limit 
the  national  advantages  of  new  products  and  techniques,  as  the  innosations 
arecpiickly  transmitted  to  foreign  economics. 

The  greater  integration  of  the  world  economy  is  (x  curring  onlv  gradualK  : 
but  the  limits  such  a  development  mav  place  on  iiulepi'iuli'nt  national  action 
should  be  anticipated  and  faced  squarely. 

CORRECTING  1MR.\I,.\NCF..S  IN  INTERNATION.M.  P.WMENTS 

International  transactions  mav  bi'  c\|)ected  in  the  futuri’  to  reflect  more 
rapidly  and  more  fullv  than  in  the  jiast  divergences  among  nations  and  i  on- 
tinents  in  economic  developmi'nts  in  prici's.  costs,  economic  growth,  interest 
rates,  profitability,  demand,  availability  of  natural  resources,  or  technical 
progress.  These  divergences  will  be  speedily  reflected  in  imbalance's  in  inter¬ 
national  payments,  ^'et  the  process  erf  adjustment  to  fundamental  imbal¬ 
ances  in  international  payments  has  not  vc't  been  corn'sjiondinglv  improved. 
Indeed  some  mechanisms  of  adjustment  which  have  been  important  in  earlier 
periods  are  less  available  today,  bee  a  use  their  use  conflicts  with  other  national 
or  international  goals. 

The  ad  liar  imposition  and  relaxation  of  trade'  and  c'xchangc'  conticds  on 
private  transactions,  so  frecpientlv  used  for  correcting  imbalance's  a  dc'cade 
ago.  are  increasingly,  and  prerpe'ily,  ese  hewe'd  bv  the  major  tradjng  natjons. 

External  imbalances  can  fre'c|ue'ntly  be'  e'liminate'd  bv  e  hanges  in  dome-stie 
economic  activity.  Lower  aggre'gate  inte'inal  de'inanel  will  ge'ne'iallv  lower 
imports,  while  higher  domestic  demand  will  spill  over  into  imports.  .Some'- 
times  these  cons('(|ue'nces  he'lp  to  stabilize'  the  dome'stic  e  conemiv;  inflation 
is  checked  by  an  emergence  of  an  external  defie  it.  or  rece'ssion  is  cushiont'd 
by  a  balance  of  payme'nts  surplus.  In  the'se'  case's,  inte'inal  policy  nu'asure's  to 
restore  domestic  e(|uilibrium  also  tend  to  ri'stene'  e'xte'inal  balance-.  But  in 
other  cases,  this  mechanism  for  adjusting  the-  balance-  of  jiavine-nts  eoriflicts 
sharply  with  universally  accepted  domestic  ('conomic  obje-ctive's  full  em¬ 
ployment  and  stable  prices.  For  in  these  case-s  it  ree|uire's  demie-stie-  inceime's 
to  fall  when  the-y  are  already  too  low  and  unemployment  to  rise-  whe-n  it  is 
already  high.  Or  it  reejuires  mone-y  incomes  and  price's  to  rise  furthe  r  e-ven 
when  they  may  be  already  rising  too  rapidly.  In  the  I’nite-d  State-s.  sucli 
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|)<>lic  v  would  oft(‘n  ht*  itu  cnisistcnt  with  the  luandato  of  the  EuiployiiH'nt  Act 
of  1916,  and  manv  otlicr  countries  have  similar  coinniitinents  to  maintain 
both  a  hitjh  level  of  domestic  activitv  and  reasonable  price  stability.  More¬ 
over.  for  reasons  alreadv  disc  ussed,  it  is  doubtful  whether  depressine;  the 
level  of  domestic  activitv  could  ediminate  for  more  than  a  hric-f  period  a 
dc'licit  in  inlcanational  })aymc‘nts  of  a  c  c)untr\'  as  laryc-  and  cc'ntral  to  the- 
world  c'conomv  as  is  the  l^nitc'd  .State's. 

Kxchamte*  rate-  adjustments  arc*  sanctioned  by  the  .Article's  of  .\"reement 
of  the  International  Mone-taeA'  Fund  for  the*  purposes  of  corrc'ctin?  “funda- 
ine-ntal  "  imbalance's.  Rut  in  practice,  the'  e-xchan^e  deprc'ciation  rc'quired  to 
restore'  balance-  in  the  short  run  tje-nerallv  exce-e'ds  what  is  re'e|uire'd  over  a 
lontje-r  |)e'riod  of  time-,  whe-n  labor  and  capital  can  adjust  to  the  new  structure 
of  relative-  price-s  and  exchange'  rate-s,  .Such  adjustme-nts  thus  e  re-ate  new 
imbalances  in  the-  future-.  More-ove-r.  anticipation  of  chantjes  in  exchanj^e- 
rate-s  he-twe-e-n  free-lv  conve-rtihle-  curre-ncie-s  stimulatc's  e-normous  flows  of 
spe-e  ulativ  c'  ca|)ital  and  disrupts  normal  transactions.  For  this  reason,  in 
the-  world  as  a  whole*  e-xchaniie'  rate-  adjustment  is  a  remedv  that  cannot  be 
iisc'd  vc'fv  often  without  cre-atine;  more-  imbalance's  than  it  solve-s.  Fhe 
dollar,  in  particular,  is  so  widely  held  abroad  as  a  store  of  value  by 
official  and  private  institutions  that  an  adjustment  in  its  ijold  content  would 
t;ra\e'ly  disturb  the  inte-rnational  pavme-nts  system.  U..S.  jxiliey,  repe-atc'dly 
reaffirme-d.  is  to  maintain  the  pre-se-nt  i^old  parity  of  the  dollar. 

Sevc'ial  me-thods  for  e-liminatinii  imbalance's  re-tnain  opc'n,  but  they 
ope-rate  only  slowly. 

Mode-st  and  tjradual  price  adjustments  offer  some  prospe  c  t  for  correct¬ 
ing  imhalane  c's  without  e ourtini;  e-ithe-r  rapid  inflation  or  hisxh  unemployment. 
C-ountrie-s  in  j)ayme'nts  surplus  miiiht  allow  factor  costs  to  rise  more  rapidlv 
than  productivity,  while-  countrie-s  in  de-ficit  keep  increases  in  money  income's 
within  the  bounds  of  productivitv.  permittinij  some  prices  to  fall.  Rising 
export  prices  in  surplus  countrie-s  and  stable  or  fallintj  price's  in  deficit  coun¬ 
tries  could,  in  time,  e-liminate  payments  deficits  and  surpluse-s.  In  fact, 
e(|uilibratinix  price-  adjustments  are  epiite-  consiste-nt  with  over-all  price  sta- 
bilitv  if  appropriate-  price  chanc:e's  in  e-xport  and  import-compc'tin^  sectors 
are  offset  by  change's  in  other  domestic  and  import  price's. 

The  compe-titive-  response-  of  private  business  to  inroads  of  fore-i^n  prod¬ 
ucts  in  traditional  marke-ts,  lioth  at  home  and  abroad,  can  be  a  powerful 
e-eiuilibratintj  fac  tor.  Se-le'cti\e  price  adjustment  is  only  one  possible  re¬ 
sponse-.  (Ihanye-s  in  prcKlue  t  design,  improvements  in  service,  and  better 
credit  terms  e  an  all  play  an  im|)ortant  role.  .\n  example  is  the  re-sponse 
c'f  I  ..S.  auteemobile-  de-siejn  to  sharp  incre-ases  in  imj)orts  of  foreijC^n  cars 
seve-ral  years  ayo.  f  Jovernme'nt  e-fforts  to  spur  exports  can  also  be  used  to 
reduce  imb;ilance-s.  Rut  once-  various  countrie-s  are-  on  a  par  in  this  re¬ 
spect.  ove-rlv  compe-titive*  use  of  special  c;overnment  incentives  would  be 
inefficient  for  the  world  as  a  whole  and  ineffective  for  individual  nations. 
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rransactions  of  central  ^o\  ernments  are  an  increasingly  important  element 
in  international  payments,  and  governments  can  tjear  their  own  interna¬ 
tional  transactions  to  the  requirements  of  external  balance.  The  size  of 
these  government  expenditures  can  he  altered,  hut  generally  only  at  the 
sacrifice  of  national  objectives.  Governments  of  countries  with  payments 
deficits  can  attempt  to  minimize  the  impact  of  their  transactions  on  the 
external  deficit,  while  countries  in  surplus  free  their  government  expendi¬ 
tures  from  artificial  restraints.  For  example,  deficit  countries  can  tie  gov¬ 
ernment  transfers  to  foreign  countries  to  their  own  gorids  and  serv  ices,  and 
domestic  suppliers  can  be  given  preference  in  government  projects.  Sim  e 
1959,  the  United  States  has  tied  an  increasing  share  of  its  foreign  aid  ex¬ 
penditures  to  procurement  of  goods  and  services  in  the  United  States;  and 
in  the  past  year,  the  preference  accorded  domestic  suppliers  over  foreimi 
suppliers  was  increased  for  much  government  procurement.  Preferences 
and  restrictions  of  this  kind  are  inappropriate  for  surplus  countries. 

While  such  policies  can  he  used  to  restore  external  balance,  in  practice  thev 
are  difficult  to  imjDOse  and  to  remove  with  the  spt'ed  and  flexibility  desir¬ 
able  for  that  purpose.  Moreover,  as  government  programs  increase  in  si/e. 
the  problem  of  allocational  inefficiencies  arising  from  differential  treatment 
of  public  and  private  transactions  becomes  more  acute.  Although  a  jroliev 
of  tied  aid  may  be  unavoidable  under  conditions  of  external  deficits,  it  has 
the  twofold  disadvantage  of  reducing  the  efficiency  of  a  given  level  of  aid 
and  of  shielding  some  export  industries  from  foreign  competition.  .As  its 
balance  of  payments  position  improves,  the  United  States  has  indicated  its 
willingness  to  discuss  with  other  countries  various  possibilities  for  general 
untying  of  government  expenditun's. 

The  available  means  of  eliminating  imbalances  in  international  payments 
take  time,  some  of  them  much  time,  to  achieve  substantial  results.  Mean¬ 
while,  large  and  persistent  imbalances  in  jiayments  could  compel  deficit 
countries  to  adopt  policies  not  only  at  variance  with  their  own  economic  ob¬ 
jectives  but  also  harmful  to  the  rest  of  the  world. 

INTERNATIONAL  ECONOMIC  COOPERATION 

In  order  to  protect  basic  objectives  in  both  domestic  and  foreign  eco¬ 
nomic  policy,  it  is  therefore  of  the  utmost  importance  that  nations  co¬ 
operate  f  1 )  to  remove  causes  of  imbalance,  (2)  to  provide  adeejuatt*  finance 
to  permit  nations  to  weather  temporary  though  sometimes  prolonged  pe¬ 
riods  of  imbalance,  and  (3)  to  strengthen  the  international  monetarv  sys¬ 
tem,  particularly  against  speculative  attacks  on  major  currencies.  Notable 
innovations  and  adjustments  have  been  made  in  the  past  few  years  in  all 
these  dimensions  of  international  cooperation,  but  important  work  remains 
to  be  done. 

All  three  modes  of  international  cooperation  are  important  and  all  are 
difficult,  but  the  instruments  and  institutions  of  cooperation  of  the  first 
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kind  am  ciuitr  difTcrent  from  those  of  the  other  two.  'I’o  remove  sources 
of  imhalance,  nations  must  consult  with  each  oth(*r  concerning  domestic 
}X)Iicies  which  affect  their  international  jjayments;  and  they  must  stand 
ready  to  modify  their  internal  and  external  policies  in  order  to  maintain  or 
restore  balance.  'I'o  finance  imbalances,  including  those  resulting  from  ex¬ 
change  speculation,  reciuires  mutual  agreement  among  nations  to  lend  to 
cadi  other,  or  to  assure  adequate  supplies  of  international  rcsene  assets 
which  (‘ach  country  will  accept  in  settlement  of  international  accounts. 

To  a  certaiti  extent,  one  of  these  methods  of  cooperation  takes  the  place 
of  the  other.  The  better  the  coordination  of  national  jHilicies,  the  greater 
are  the  chances  of  avoiding  payments  imbalances  or  of  correcting  tpiicklv 
those  that  arise,  and  the  smaller  is  th(‘  need  for  facilities  to  finance  large 
and  long  imbalances.  Conversely,  the  better  the  facilities  for  financing 
[)ayments  deficits,  the  less  urgent  it  is  to  (oordinate  policies  in  order  to 
eliminate  them  (|uickly. 

Whichever  method  is  emphasized,  international  economic  cooperation  re- 
(|uires  consensus  on  objectives  and  machirn'r\’  for  coordination. 

Over  a  decade  ago  the  major  trading  countries  agreed,  in  the  GATT, 
on  the  broad  outlines  of  a  world  trade  environment  beneficial  to  all.  The 
G.‘\  rT  expresses  the  joint  recognition  that  mutual  benefit  will  be  achieved 
by  eliminating  barriers  to  trade.  Yet  it  is  bas('d  on  the  premise  that  trade 
liberalization  can  take  place  without  jeopardizing  external  balance  only  if 
all  participants  lower  barriers  together — or  if  countries  in  surplus  lower  bar¬ 
riers  more  rapidly  than  those  in  deficit.  The  Trade  Expansion  .Xct  of 
1962  is  designed  to  continue  and  strengthen  this  principle  of  reciprocity. 

Recently,  new  steps  have  been  taken  toward  closer  harmony  of  objec¬ 
tives  and  {>olicies.  The  EEC  is  showing  how  greater  economic  integration 
and  greater  cooperation  in  economic  and  financial  policy  go  hand-in-hand. 
Similar  steps — less  formal,  less  comprehensive,  more  tentative-  are  under 
wav  for  other  and  wider  groups  of  nations. 

In  November  1%1,  the  Ministerial  Council  of  the  (^ECI)  announced  that 
the  20  member  nations  had  pledged  thi'inselves  to  aim  at  a  growth  of  out¬ 
put.  for  the  group  as  a  whole,  of  50  percent  over  the  decade  of  the  1960’s. 
The  Ministers  pointed  out  that  this  growth  would  not  only  increase  the 
economic  welfare  and  strength  of  North  .Xmerica  and  Western  Europe  but 
would  lead  to  an  increa.sed  flow  of  resources  to  the  developing  countries 
throughout  the  free  world.  This  growth  objective  has  given  new  meaning 
and  unity  to  the  important  and  detailed  work  of  the  Organization  and  its 
committees.  In  the  words  of  the  Secretary-General,  the  OECD  can  help: 

—  to  develop  common  understanding  of  the  problems  of  each  country,  and  the 
way  it  is  tackling  them,  so  that  each  country  know's  what  others  are  doing; 

—  to  provide  a  means  for  improving  policy  by  comparison  and  joint  examina¬ 
tion  of  the  alternative  approaches  to  common  problems  which  may  be  found 
in  different  countries; 

—  to  explore  the  inter-relations  and  inter-actions  of  plans  or  expectations  in 
the  different  countries; 
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—  to  arrange  concerted  action  when  this  is  appropriate  to  deal  with  the  proh- 
lems  which  arise. 

The  committees  of  the  OECD  discuss  many  aspects  of  economic  policy, 
e.g.,  manpower,  agriculture,  industry-,  trade,  and  pavments.  'l  lirtnieh  its 
Economic  Policy  Committee,  consisting  of  senior  officials  from  memher 
countries  with  responsibilities  in  the  fields  of  economic  and  financial  [xilicv. 
information  is  exchanged  on  future  economic  prosper  ts  and  policies  in  the 
member  countries.  The  annual  country  examinations  by  the  OECD  .uul 
by  the  International  Monetary  Fund  (IMF)  also  provide  lorums  for  ex¬ 
changing  information  and  advice  on  economic  prospects  and  policic's,  b.il- 
ance  of  payments  developments  and  related  national  |K)Ii(  ic's  are  contin¬ 
uously  discussed  in  the  IMF.  at  monthly  mec'tines  c>f  cc'iitral  banke  rs  at  the 
Bank  for  International  Settlements  in  Basle,  and  in  Working  Party  II  of  the 
OECD  Economic  Policy  Committc'e.  In  addition,  the*  L'nited  States  h.e 
held  annual  Cabinet-level  economic  talks  with  Canada  and  japan  durine 
the  past  two  years.  .Ml  these  international  discussions  represent  impoitant 
advances  in  the  exchange  of  infonnation  across  borders  and  in  the-  consid¬ 
eration  of  the  interactions  between  the  economic  policies  of  different 
countries. 

COORDINATING  ECONOMIC  POLICIES 

Many  sources  of  payments  imbalance  can  be  eliminated  with  little*  sacri¬ 
fice  of  basic  objectives,  national  or  collective.  Mutual  consultation  can  lead 
to  better  timing  of  monc'tan.'  and  fiscal  measures  taken  for  purpose's  of 
internal  stabilization.  Differences  among  nations  in  taxation  that  pro¬ 
mote  undesirable  capital  movements  can  be*  eliminatc'd.  National  policies 
can  be  better  hannonized  in  a  variety  of  fields,  e.g.,  agricultural  prices  and 
subsidies,  export  credit  and  export  promotion,  remission  of  internal  taxes  on 
exports,  social  insurance,  wage-price  policies,  antimonopoly  regulations,  and 
amounts  and  terms  of  development  assistance.  Fhe  first  purpiwe  of  intei- 
national  coordination  of  policies  is  to  take  these  steps. 

However,  beyond  some  point,  efforts  to  eliminate  imbalance  by  coordinat¬ 
ing  national  policies  are  bound  to  conflict  with  basic  objectives  of  one  or 
more  of  the  nations  or  of  the  group  as  a  whole.  Troublesome  capital  move¬ 
ments  can  often  be  avoided  or  reduced  by  bringing  interest  rates  in  major 
countries  into  closer  alignment;  but  this  may  mean  untimely  monetary 
restriction  within  some  countries  and  unwelcome  monetaiy  expansion  in 
others.  Correction  of  imbalance  by  adjustments  in  trade  balances  may 
require  prices  to  rise  in  some  countries  or  to  fall  in  others;  both  may  be 
unacceptable  to  the  governments  concerned. 

Some  of  these  conflicts  may  be  avoided  by  suitable  variation  among  coun¬ 
tries  in  the  mixture  of  policies.  For  example,  a  surplus  country  battling 
domestic  inflation  by  tight  monetary  policy  and  high  interest  rates  will 
attract  more  foreign  funds  and  increa.se  still  further  its  external  surplus;  if 


tight  fiscal  policy  is  used  instead,  its  interest  rates  need  not  aggravate  the  pay¬ 
ments  imbalance.  Similarly,  a  countrv-,  like  the  United  States  today,  facing 
simultaneously  a  payments  deficit  abroad  and  a  slack  economy  at  home,  can 
emphasize  fiscal  rather  than  iTionetary  measures  for  domestic  expansion. 

The  need  to  coordinate  policies  is  not  a  wholly  new  burden  on  nations. 
.After  all,  circumstances  l)y  themselves  sooner  or  later  compel  a  certain  rough 
coordination  of  poIi(  ies.  In  tin*  end.  deficit  countries  must  take  actions  to 
correct  extt'inal  imbalance.  l)t‘liberat(‘  consultation  and  coordination  can 
result  in  mon'  timelv  and  more  svmiiH'trical  adjustments,  with  surplus 
countries  sharing  the  burden  of  adjustment.  But  international  cooperation 
must  also  include  ways  tf>  accommodate  desirable  divergence  in  national 
policies,  resulting  from  differences  in  national  objectives  and  national 
circumstances. 

.STRENGTHFNINO  THE  INTERNATIONAL  M0NE:TARY  SY.STEM 

F.ven  with  » lose  ccxirdination  of  economic  policies,  imbalances  in  inter¬ 
national  payments  can  and  will  de\elf)p.  CHianges  in  consumer  tastes, 
impnivements  in  t«-chnology.  and  other  factors  will  r<'C]uire  continuing 
adjustment  to  changing  international  payments.  Because  generally  accept¬ 
able  jirocesses  of  adjustment  are  lU'cessarily  slow,  such  imbalances  may  per¬ 
sist  for  some  time.  I'heir  ('mergence  and  jiersistence'  can,  in  some  cases, 
create  doubts  about  the  abilitv  of  governments  to  maintain  existing  ex¬ 
change  rate  j)arities,  and  may  lead  to  large  and  erratic  spc'culative  flows  of 
capital.  Indeed,  speculative  considerations  can  come  to  play  a  part  in 
every  international  transaction,  frecpiently  overriding  in  importance  nonnal 
motivations  for  foreign  trade  and  investment.  Unless  disruptive  speculation 
can  be  discourag('d  or  offset  by  official  actions,  it  could  undermine  the  inter¬ 
national  payments  system. 

Sp('(  Illative  attacks  on  the  juincijial  currem  ies  of  the  world  can  be  con¬ 
tained,  and  ('ven  prevented,  if  the  major  goM'rnments  togetlu'r  make  clear 
their  intention  to  maintain  currency  parities,  both  by  individual  and  by 
multilateral  action.  principal  line  of  defense  of  a  nation’s  currency  is  its 
I  gold  and  foreign  ('X(  hangi*  reserve:  thes('  reserves  should  be  used  when 
necessary.  In  his  balance  of  payments  message  in  early  1961,  the  President 
pledged  the  full  strength  of  the  U.S.  gold  reserve  to  the  defense  of  the 
dollar. 

National  reserves  can  be  significantly  supplemented  with  drawing 
rights  on  the  International  Monetary  Fund,  established  for  the  express 
purpose  of  assisting  countries  in  temporary  balance  of  payments  difficulties. 
The  $1.5  billion  drawing  of  the  United  Kingdom  in  .August  1961  and  its 
full  repayment  by  July  1962  demonstrate  the  si/e  and  flexibility  of  support 
which  the  IMF  can  give  to  the  jiayments  system.  The  participation  of  the 
IMF'  on  ver\-  short  notice  in  more  than  $1  billion  of  support  given  to  Canada 
in  late  June  indicates  the  spt'ed  with  which  it  can  act.  1  he  IMF  was  sub- 
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stantially  strengthened  in  October  when  an  agreement  to  supplement  it^ 
resources  came  into  force.  IVn  leading  industrial  countries  have  agreed  to 
lend  up  to  $6  billion  to  the  IMF  if  such  extra  funds  should  be  ru'eded  “to 
forestall  or  cope  with  an  impairment  of  the  international  monetary  svstc'iii.” 
'Fhis  is  especially  important  to  the  United  States,  for  it  makes  available 
to  the  Fund  resources  adecpiate  to  assure  the  world  that  the  I'nited  States 
could  make  full  use  of  its  Fund  (luota,  should  that  ever  be  necessary. 

The  benefits  of  an  efficient  payments  system  accnie  to  all  the  princii)al 
trading  nations,  which  have  joint  responsibility  not  (mly  for  making  adjust¬ 
ments  to  corn'ct  internatitnial  j)ayments  imbalances,  but  also  for  defendiiii; 
the  payments  system  while  orderly  adjustiiH'nts  are  taking  place.  This 
'■lementars  fact  is  being  increasingly  n'cognized  and  accepted,  as  is  shown 
by  the  new  IMP"  borrowing  arrangement  and  bv  other  rect'nt  bilateral  and 
multilateral  actions.  'Fhe  United  States  and  the  United  Kingdom  joitied 
the  IMF  in  providing  massive  support  for  Ckmada  during  its  exchange 
crisis  in  mid- 1962.  Advance  debt  repayment  and  I'.S.  borrowing  in  foreign 
(  urrencies,  already  discussed,  ha\e  been  important  coo|)erative  methods  ot 
reducing  the  accumulation  of  short-term  dollar  assets  by  foreign  authoritii  s 

In  1961,  for  the  first  time  since  the  193n's,  the  U.S.  Treasury  resumed 
operations  in  foreign  exchange  markets  for  the  purpos(^  of  preventing  or 
correcting  unsettling  movements  in  spot  and  forward  exc  hange  rates.  These 
operations  have  j)roved  helpful  in  coping  with  reversible  flows  of  funds  and 
in  cushioning  the  impact  on  exchange  markets  of  potentially  distuibing  inter¬ 
national  political  developments,  such  as  the  Berlin  Urisis. 

In  February-  1962  the  Federal  Open  Market  Committee  of  the  Federal 
Reserve  System  decided  to  operate  in  foreign  exchange  markets  on  the  S\s- 
tem’s  own  account.  The  resources  of  the  Federal  Reserve  reinforce  those 
of  the  Treasury  and  greatly  increa.se  the  flexibility  of  U.S.  foreign  exchange 
operations.  During  the  year,  the  Federal  Reserve  entered  into  “swap" 
arrangements  (whereby  equivalent  currenev  claims  on.  and  liabilities  to. 
another  central  bank  can  be  created  by  mutual  agreement)  totaling 
million  with  nine  ctmtral  banks  in  Fairojje  and  Canada  and  with  the  Bank 
for  International  Settlements.  At  the  end  of  the  year,  most  of  these  ar¬ 
rangements  were  on  a  stand-by  basis,  the  technical  problems  of  their  (  reation 
and  use  having  been  successfully  tested. 

Foreign  exchange  operations,  wlmther  by  the  Treasury  or  the  Ft'dcral 
Reserve,  are  undertaken  only  in  close  cooperation  with  the  foreign  ((’ntral 
banks  directly  concerned.  The  monthly  meetings  of  central  bankers  at 
Basle,  which  are  attended  by  senior  officials  from  the  Federal  I\eserv('  Sys¬ 
tem,  keep  foreign  exchange  developments  under  camful  review  and  con¬ 
sider  methods  for  handling  disturbances.  This  review  encompasses  develop¬ 
ments  in  the  London  gold  market,  where  international  disturbance  an* 
sometimes  reflected  in  a  sharp  rise  in  private  purchases  of  gold. 
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I)urint»  tlu'  past  few  yrars,  tlicri'fon',  [)r()eirss  lias  been  made  in  develop¬ 
ing  new  inetl'.ods  for  dealing  with  some  of  th<-  international  nionetan 
problems  of  the  new  world  economy.  Hut  some  incompletely  resolvi'd 
jiroblems  still  face  us,  and  new  developments  are  continually  (  ailing  for  new 
solutions.  C'.onstant  attention  and  continuing  study  are  necessan  and  are 
being  gi\  en  to  ensure  that  the  international  monetary  system  n-sponds  to  the 
challenges  of  a  highly  complex  and  rapidly  changing  world  economy. 
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